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“Some Problems in the Determina- 
tion of Basis,” John C. Bruton says, 
stem from the fact that: “The Code 
tells us that the basis of a capital asset 
in the hands of a purchaser is its cost; 
in the hands of a devisee, its value at 
the former owner’s death; to the donee, 
it’s the donor’s basis—however, accord- 
ing to the Regulations and certain court 
decisions, this is not necessarily so.” * 


Why issue stock dividends? A team 
of workers from Columbia University 
interviewed and circularized officials of 
listed corporations on the New York 
Stock Exchange in an effort to learn 
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pany’s dividend policy. This was Car- po enontag eed 
ried out under the direction of George George T. Altman 
C. Thompson, Lecturer in Accounting Business Manager 
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at Columbia, and the answer makes an 
; * * * * M. S. Hixson 


interesting article. ’ 
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Acq. and Non-acq. 








‘Purchase and Sale 
of a Corporate Business” 
Sir: 


I note with interest the article entitled 
“Purchase and Sale of a Corporate Busi- 
ness,” by David Stock, in the July, 1949 
issue. Of particular interest to me is the 
following statement in the last paragraph 
under the subtitle “Liquidation by Stock 
Purchaser” [page 637], which has been iden- 
tified with my article in the December, 1948 
issue (“Liquidation of Newly Acquired Sub- 
sidiaries’’): 

“One tax commentator has taken the po- 
sition that the result in those cases [Com- 
missioner v. Ashland Oil & Refining Company 
(38-2 ustc J 9580), 99 F. (2d) 588; Koppers 
Coal Company (CCH Dec. 15,179), 6 TC 
1209] would not follow today if a corporate 
buyer liquidated Corporation S, because 
Section 112 (b) (6), which was not in the 
law when the transactions in those cases 
took place, would require the continuance 
of the asset basis of Corporation S to the 
corporation acquiring the assets in that 
manner.” 

Mr. Stock then adds the following to dis- 
pute the substance of the above quotation: 

“However, there is an indication in the 
opinion in the Koppers Coal Company case 
that the result would have been the same 
if Section 112-(b) (6) had then been in ‘the 
law. As other nonrecognition sections (cor- 
responding to Section 112) were in effect 
in the Ashland Oil & Refining Company and 
Koppers Coal Company cases but were disre- 
garded, there is no cogent reason for con- 
cluding that the tax results of such a 
corporate acquisition of assets would be any 
different today.” 


In essence, Mr. Stock’s arguments appear 
to be as follows: 

(1) The Koppers Coal Company case in- 
dicates that the existence or nonexistence 
of Section 112 (b) (6) in 1926 would have 
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made no difference on the outcome of that 
case. 


(2) Because the courts in the Ashland 
Oil & Refining Company and Koppers Coal 
Company cases disregarded other nonrecog- 
nition (of gain or loss) provisions in effect 
in 1926, nonrecognition would not apply if 
the same basic transactions occurred today. 


(3) Because of certain assumptions drawn 
by Mr. Stock from (1) and (2) above, “there 
is no cogent reason for concluding that the 
tax results of such a corporate acquisition 
of asset would be any different today.” 


With respect to point (1), it should be 
noted, of course, that there is no such indi- 
cation in the Koppers Coal Company case. 
The fact of the matter is that the sole 
reference to Section 112 (b) (6) in the Kop- 
pers Coal Company case appears in the fol- 
lowing sentence: 


“Prior to the enactment of section 112 
(b) (6) of the Revenue Act of 1936, per- 
mitting nontaxable liquidation of a subsidiary 
corporation, such a liquidation resulted in 
deductible loss or taxable gain in the amount 
of the difference between the cost to the 
parent corporation of the stock and the 
value of the assets received.” 


The above result, as previously stated, 
arose out of the fact that no nonrecognition 
(of gain or loss) provision applied to the 
basic transactions in the subject cases at 
the time of their occurrence. There has 
been no controversy over this point; to 
the contrary, the December, 1948 article 
specifically stated that liquidations of the 
type in question were not otherwise ex- 
empted from tax prior to the enactment 
of Section 112 (b) (6), and, therefore, such 
liquidations neither enjoyed the immunities 
nor were burdened with restrictions on tax 
basis in the years when the underlying 
factual developments in the above-mentioned 
cases occurred. In any event, in view of 
the quoted comment of the Tax Cotrt in 


(Continued on page 854) 
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Tax-Wise 


Meetings of Tax Men 


American Accounting Association.—The 
American Accounting Association meets for 
its 1949 convention at Ann Arbor, Michigan, 
on September 8 and 9. Earle C. King, Chief 
Accountant of the Securities and Exchange 
Commission, will deliver a paper on “Cur- 
rent Reporting Problems.” Members of 
the accounting faculties of leading univer- 
sities will present papers on selected ac- 
counting topics. 


National Tax Association——The effects 
of taxation upon business will receive the 
bulk of attention at the Forty-second An- 
nual Tax Conference of the National Tax 
Association, scheduled in Boston on Sep- 
tember 19-22. Among the headline speakers 
at the general and round-table sessions 
planned is Mr. Thomas J. Lynch, General 
Counsel of the Treasury Department, who 
has agreed to speak on the ever-present 
problem of intergovernmental fiscal relations. 


National Tobacco Tax Association.— 
Pians have been completed for the Twenty- 
third Annual Conference of the National 
Tobacco Tax Association. Administrators 
from all over the country will meet on Sep- 
tember 1-3 at the Olympic Hotel in Seattle, 
Washington. 


President Mary Goode Krone will pre- 
side over the three-day meeting. Mark 
Aspinwall, Supervisor, Washington Ciga- 
rette Tax Division, is handling reservations 
and local arrangements. Some of the par- 
ticular themes to be discussed are the Jen- 
kins Bill (H, R. 195, relating to collection of 
state cigarette tax), and related matters, 
United States Internal Revenue stamps and 
state stamps, vending machine construction 
and the uniform refund procedure. 


University of Southern California.——The 
School of Law of the University of Southern 
California announces its Second Annual In- 
stitute on Federal Taxation to be held at 
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Taxes... 
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Tax People... 


Things Taxed... 





the School of Law on October 19, 20 and 
21. This year’s Institute will be modeled 
after last year’s highly successful one, which 
attracted four hundred attorneys, account- 
ants, trust officers, life insurance underwriters 
and corporation executives working in the 
field of federal taxation. 


The Institute this year will deal with the 
practical tax problems encountered in draft- 
ing legal documents with emphasis on com- 
munity property in western states and in 
business planning. Entire morning and after- 
noon sessions will be devoted to a single 
general topic such as the formation, opéra- 
tion and dissolution of a partnership or 
corporation, the drafting of wills and testa- 
mentary trusts and the probate of an estate. 
In addition, accountants will speak on net 
operating loss carry-backs, what constitutes 
an unreasonable accumulation of surplus 
under Section 102, and inventories. 


Information about the Institute can be 
obtained by writing to Professor John W. 
Ervin, 3660 University Avenue, Los Angeles 
7, California. 


Tax Question of the Month 


“Must I report the receipt of a home 
deep-freezer for income tax purposes?” 


Tax Decision of the Month 


The cost of a factory reject home deep- 
freezer given away to promote good will, 
disallowed as a business expense. Doubt 
that a reject can create very much good 
will. 


Radio’s Dual Nature—Both Taxed 


Although local radio programs may be 
heard outside of the state in which they 
originate, for license tax purposes they are 
termed intrastate commerce. The local na- 
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ture of their appeal and the fact that at 
least a part of the programs transmitted 
originates locally, engage 3 broadcasting sta- 
tion in local enterprise, readily separable from 
its interstate activity. 


The Arkansas Supreme Court, in Beard, 
Collector v. Vinsonhaler, disallowed the claim 
of Little Rock’s radio station KARK that 
it was not taxable under a city ordinance 
upon the theory that the taxes were an un- 
constitutional burden on interstate commerce. 
The broadcasting station’s basic argument 
was that all radio broadcasting is essentially 
interstate commerce, since radio waves 
continue to travel almost indefinitely be- 
yond state borders. The court held that 
the question involved was whether radio 
broadcasting also involves intrastate activity, 
whick may be taxed. Since the broad- 
casts were not only national network pro- 
grams but local programs arising in the 
local studios, and about a fourth of KARK’s 
income was derived from local advertisers, 
the court held that there was intrastate as 
well as interstate business. 


Local News 


Charles Voight had a pint of bourbon 
whiskey stolen from his car while it was 
in the parking lot. The judge refused to 
allow the cost of the whiskey as a deduc- 
tion on Voight’s income tax return—thought 
that it was a personal item. Maybe it was 
a medical deduction, judge. (CCH Dec. 
17,114(M).) 


Government Finance Statistics 


A leaflet listing Census Bureau Publica- 
tions on governments has been issued by 
the Bureau of the Census and is available 
from that agency upon request. This bulle- 
tin describes briefly each of the seventeen 
reports on governmental finances and em- 
ployment which the Bureau expects to issue 
in the fiscal year beginning July 1, 1949, and 
lists other recent publications of the Bureau 
regarding state and local governments. 


Accounting Business for Sale 


If you are buying or selling an accounting 
practice, be sure to read the case of Horton, 


CCH Dec. 17,116. The agreements are 
very helpfully set out, and the tax issues 
which might arise from such a transaction 
are covered in the opinion. 


Disney dissents from this opinion: “I 
cannot agree with the majority opinion in 
so far as it recognizes good will as a factor 
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in the sales by a certified public accountant 
of his business. It seems well established 
by the books that no good will grows out 
of personal efforts and ability.” 


Krazy Kelley's No-Mileage Kars 


A used-car dealer in purchasing $92,000 
worth of cars, paid $26,000 in excess of the 
O.P.A. ceiling price for them. The Tax 
Court allowed this item as a part of the 
cost of the goods sold, as it had done pre- 
viously in the case of a meat dealer (CCH 
Dec. 17,108(M) and CCH Dec. 16,735, 11 
TC 1076). The Emergency Price Control 
Act expired June 30, 1947. There is a 
three-year statute of limitation from the 
date of the violation. Thus, any violation 
on the last day is still actionable until June 
30, 1950. There was a mass decontrol order 
issued on November 10, 1946, at which time 
most price ceilings were lifted, so the chances 
are that the statute will run on all actions 
this November. 


However, new damage actions by the buyer 
against the seller for damages are limited 
by a one-year statute and are now outlawed. 
This whole problem was discussed in a 
prophetic article, “Income Tax and Over- 
Ceiling Transactions,” by Krekstein and 
Ferst in the August, 1947 issue. 


Lady, We’re Selling It 
at a Tax Loss 


It is not often that taxes get into Federal 
Trade Commission complaints. A distribu- 
tor of aluminum cooking utensils was 
served with a complaint by the FTC which 
alleged the use of “grossly false, deceptive 
and misleading” representations in selling 
its product. One of the representations was 
that certain manufacturers of the cooking 
utensils offered their product for sale at 
one half its actual value to reduce their tax 
liabilities. (FTC Docket No. 5673.) 


New State Tax Legislation 


Among the recent enactments of the 
states is the allowance of the deduction 
from personal and corporation income tax 
in Californie of expenses incurred for pur- 
poses of soil and water conservation and 
prevention of soil erosion by taxpayers en- 
gaged in the business of farming (Chaps. 
1544-1546). Colorado has imposed a 
specific ownership tax on aircraft owned by 
residents, computed at three per cent of a 
percentage of the factory list price, which 
varies according to the years of service. 
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Connecticut exempts the proceeds of 
insurance issued by the United States on 
the life of a member of the WACS, ANC, 
NNC, or a member of the women’s reserve 
of the Navy, Marine or Coast Guard from 
the state’s succession tax (Act 92). Also, 
federal estate and inheritance taxes paid to 
other states have been omitted from the 
list of allowable deductions from the estates 
of resident and nonresident decedents. . 
Cooperatives are specifically made subject 
to all the requirements of the merchants’ 
and manufacturers’ license taxes in Dela- 
ware (S. B. 261). Corporation rates 
have been increased in Georgia from five 
and one-half per cent to seven. . . . In 
Illinois an estate tax was enacted to absorb 
the full eighty per cent credit allowed under 
the Federal Estate Tax Act (S. B. 345). ... 
Massachusetts has imposed a temporary 
additional surtax of twenty per cent upon 
personal incomes for the calendar years 
1950 and 1951 (S. B. 763), and also a tem- 
porary additional surtax of twenty per cent 
on all property subject to legacy and suc- 
cession taxes, applicable to the estates of 
decedents dying during the period begin- 
ning January 1, 1950, and ending December 
31, 1951 (S. B. 763). . . . Manufacturers 
or distributors of antifreeze are required to 
register and pay a registration fee to the 
Commissioner of Agriculture for each brand 
of antifreeze sold or exposed for sale within 
Texas (H. B. 701). . . . And, in Wisconsin, 
an optional standard deduction equal to nine 
per cent of gross income, but limited to $450, 
was enacted. Persons whose gross receipts 
for the income year do not exceed $5,000, in 
lieu of the former $3,500, may elect to use 
the optional tax basis (Chap. 526). 


Recent Tax Decisions 


Traveling Expenses.—The court refused 
to allow a taxpayer who transacted an in- 
vestment business in Boston and lived there, 
her claim of travelling expenses. Such ex- 
penses were the cost of meals and living 
in Boston and the expense of trips to Water- 
ville, Maine, where she went occasionally to 
visit her parents and to consult with her 
banker concerning her investments in se- 
curities. (Nadeau, CCH Dec. 17,112(M).) 


Consumers’ Cooperative.—When the Com- 
missioner determined that a cooperative 
corporation organized to distribute dairy 
products to consumers was not exempt from 
tax under Code Section 101 (8) or (12), the 
court agreed with him. It said that such a 
taxpayer could not qualify as an organiza- 
tion operated exclusively for the promotion 
of social welfare inasmuch as a substantial 
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portion of its net earnings was distributable 
to its members. The exemption of Section 
101 (12) applies to producers’ cooperatives, 
not consumers’ cooperatives. (Consumer- 
Farmer Milk Cooperative, Inc., CCH Dec. 
17,117.) 


Theft of Jointly-Owned Bonds.—A tax- 
payer’s claim of a loss by theft where his 
wife, upon leaving him, took government 
bonds issued to them jointly was denied by 
the Tax Court. It declared that such a taking 
could not constitute larceny or embezzle- 
ment within the meaning of Section 23(e) (3) 
of the Internal Revenue Code. Nor can such 
a loss be called a loss from a transaction 
entered into for profit under Section 23(e) (2). 
(Grover Tyler, CCH Dec. 17,127.) 


“Property” Defined.—The Tax Court held 
that cash was property within the meaning 
of the Code Section 112 (b) (6) for non- 
recognition of gain or loss on receipt of 
property distributed to the parent upon 
liquidation of a subsidiary. Petitioner had 
claimed a loss upon the dissolution of a 
wholly owned subsidiary. The property re- 
ceived was entirely in cash. Tax Court 
affirmed. (Jnternational Investment Corpo- 
ration, 49-2 ustc { 8361, CA-3.) 


Family Partnerships.—On the authority 
of the Culbertson case, 49-1 ustc { 9323, a 
Tax Court ruling that a taxpayer’s children 
were not partners with him in the hard- 
ware business was reversed and remanded 
for further proceedings. The right was 
given to either party to offer such additional 
evidence as would be proper in the light of 
the Culbertson decision. (Seabrook, 49-2 ustc 
J 9360, CA-5.) 

Other family partnership cases remanded 
to the Tax Court for proceedings in con- 
formity with the Culbertson decision are: 
Wenig, 49-2 ustc J 9348, CA of DC; Trepte, 
49-2 ustc J 9344, CA-9; Harris, 49-2 ustc 
7 9345, CA-9. 

The Tax Court, using the authority of the 
Culbertson case for the first time, ruled that 
there was a valid family partnership in Snow, 
CCH Dec. 17,121(M), a situation where the 
wife, along with her husband, had con- 
tributed both services and capital, but where, 


in fact, no partnership return had previously 
been filed. 


United States Tax Priority.—The receiver 
of an insolvent restaurant sold some of its 
property. The county alleged that said prop- 
erty was the specific property to which a tax 
lien applied. The government also claimed 
taxes. The Supreme Court of Washington 
held that because the county could not 

(Continued on page 828) 
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New Social Security Bill . . . 
Revenews Awards 


Washington Tax Talk 


Our Cover 


Appearing on our cover this month is the 
picturé of Edward H. Foley, Jr., Under 
Secretary of the Treasury. 


Mr. Foley is a graduate of Fordham Uni- 
versity Law School. He is a member of 
the New York bar and the bar of the Dis- 
trict of Columbia. 


In 1939 Mr. Foley was appointed General 
Counsel of the Treasury, after having served 
as Assistant General Counsel of the Treas- 
ury Department since 1937. Returning in 
1946 to civilian life from his wartime posi- 
tion as chief American financial representa- 
tive of the Allied Control Commission for 
Italy, he was appointed Assistant Secretary 
of the Treasury. He became Under Secre- 
tary in July, 1948. 


Congress 
Social Security.—A bill (H. R. 6000) to ex- 


tend old-age and survivors insurance coverage 
from the present thirty-five million persons 
covered to eleven million new persons was in- 
troduced in the House on August 15 and was 
ordered reported without amendment on 
August 16 by the Ways and Means Com- 
mittee. 


The extended coverage will include: 


(1) Certain self-employed persons other 
than farmers (about four and one-half mil- 
lion persons). Covered when’ net earnings 
from self-employment are $400 or more 
per year. 

(2) Employees of nonprofit institutions, 
other than ministers (about 600,000). Em- 
ployer is not compulsorily taxed, but may 
voluntarily elect to participate. If employer 
does not participate, employee receives only 
one-half wage credits. 

(3) Domestic servants not in a farm 
home (about three-quarters of a million). 
Covered when regularly employed if cash 
earnings exceed $25 for a three-month period. 
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(4) State and local government em- 
ployees (about four million). Covered if 
state enters into a compact with the Fed- 
eral Security Agency. In addition, em- 
ployees already under a retirement system 
are covered only if a two-thirds majority 
vote in favor. 


(5) Federal employees not under a re- 
tirement program (about 100,000). Covered 
with certain exceptions, such as persons un- 
der temporary appointment filling perma- 
nent positions and very-short-time employees, 
such as post office clerks during the Christ- 
mas rush. 


(6) Miscellaneous coverage groups (about 
one-half million), including agricultural 
processing workers off the farm, nonprofit 
agricultural and horticultural organizations, 
voluntary employees’ benefit associations, 
Farm Loan and Farm Credit institutions, 
employment of United States citizens out- 
side the United States by American em- 
ployers and inclusion of tips as wages. 


Excluded from coverage as self-employed 
are the following professional groups: 
physicians, surgeons, lawyers, dentists, vet- 
erinarians, chiropractors, osteopaths, optom- 
etrists, engineers, editors and publishers. 
However, if any of this group of profes- 
sional persons are not self-employed, they 
would be included in coverage. 


Total annual earnings on which old-age 
and survivors benefits would be computed 
and contributions paid are raised from $3,000 
to $3,600. The new rates for both employer 
and employee are as follows: one and one- 
half per cent for 1950, two per cent for 1951 
through 1959, two and one-half per cent for 
1960 through 1964, three per cent for 1965 
through 1969 and three and one-fourth per 
cent for 1970 and thereafter. 


Important provisions of the bill are as 
follows: 


Definition of employee. The Gearheart 
resolution (P. L. 643, Eightieth Congress) 
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is repealed with specific definition to restore 
coverage of persons who are technically not 
employees at common law. 


Level of benefits. Benefits for existing 
beneficiaries increased by from fifty per cent 
to as much as 150 per cent for lowest benefit 
groups, with average increase being about 
eighty per cent. 


Minimum primary benefit increased from 
$10 to $25 per month. 


Maximum family benefits increased from 
$85 to $150 per month. 


Qualifications for benefits. In addition to 
existing eligibility requirements (quarters of 
coverage are one half of the quarters since 
1936 and before the age of sixty-five, or 
forty quarters of coverage), another alterna- 
tive condition was included so that newly 
covered groups may qualify sooner, namely, 
twenty quarters of coverage out of the forty- 
quarter period ending at the age of sixty- 
five, or any later date. 


Retirement age of sixty-five unchanged. 


Lump-sum death payments made avail- 
able for all insured deaths. 


Permanent and total disability benefits. 
Payable in the same amount as to a retired 
worker, after a six-month waiting period, 
but no payments are made to dependents of 
a disabled worker. 


Work clause. Amount beneficiary may 
earn in covered employment without loss of 
benefits increased from $14.99 to $50 per 
month. After the age of seventy-five, bene- 
fits paid regardless of employment. 


Veterans. Permanent wage credits at 
assumed wage of $160 per month allowed 
for time spent in military service. 

Puerto Rico and Virgin Islands. Old-age, 
survivors and disability insurance program 
extended to Puerto Rico and the Vir- 
gin Islands. 


Federal participation in the cost of public 
assistance for the needy aged, the blind, the 
dependent children and the permanently and 
totally disabled has been liberalized. Under 
the formula agreed upon, the federal gov- 
ernment would share in the states’ assistance 
payments to needy individuals over the age 
of sixty-five, needy blind and needy totally 
and permanently disabled persons on the 
following basis: four fifths of the first $25 
per recipient, plus one half of the next $10, 
plus one third of the next $15, with a maxi- 
mum from federal, state and local funds of 
$50 on individual assistance payments. The 
formula for federal sharing in aid to de- 
pendent children would be four fifths of the 
first $15 per recipient, plus one half of the 


Washington Tax Talk 





next $6, with the maximum on individual 
assistance payments of $27 for the first child, 
plus $18 for each additional child in 
the family. 


Provisions are made for federal sharing 
in the cost of direct payment to doctors or 
others furnishing medical care to recipients 
of state-federal public assistance. 


1949 Tax Administration Bill—The House, 
on August 16, adopted the Senate amend- 
ments to H. R. 5086, which incorporate into 
the bill the provisions of prior “tax admin- 
istration” measures. The amendments au- 
thorize the Commissioner of Internal 
Revenue to determine the period for which 
excise tax returns should be made; extend 
the applicability of Internal Revenue Code 
Section 22(b) (9) and (10), relating to ex- 
clusions of income attributable to discharge 
of certain indebtedness of corporate tax- 
payers, for the period of one year—to De- 
cember 31, 1950; extend the time for making 
refund claims based on war losses for one 
year—to December 31, 1950; and make ad- 
ministrative changes to facilitate the work 
of the Bureau. 


The bill, which now goes to the President, 
also provides for reciprocal free importation 
privileges for members of the armed forces 
of foreign countries. 


Important Estate Tax Changes in House 
Bill—The Senate Finance Committee or- 
dered H. R. 5268 out of committee with im- 
portant estate tax amendments. The 
amendments would overrule the decision of 
the United States Supreme Court in Com- 
missioner v. Church, 49-1 ustc 10,702, and 
would limit the application of the Court’s 
decision in Estate of Spiegel v. Commissioner, 
49-1 ustc J 10,703. 


The amendments would overrule the 
Church decision by preventing inclusion in 
a decedent’s estate of transfers made before 
March 3, 1931, solely because he retained an 
estate for life in the property transferred. 
The Spiegel case would be limited in appli- 
cation by providing that where the decedent 
had retained only a possibility of reverter 
in making a lifetime transfer, only the value 
of the reversionary interest should be in- 
cluded in his gross estate. 


H. R. 5268, as passed by the House, would 
permit the tax-free relinquishment of pow- 
ers in certain reciprocal trusts. This provi- 
sion was not altered by the Senate Fi- 
nance Committee. 


Tax Settlement Board Bill—A Tax Set- 
tlement Board, proposed by Representative 
Mills of Arkansas, would fill the place which 
was originally supposed to be occupied by 
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the old Board of Tax Appeals. The bill 
(H. R. 2983) would create a twenty-five- 
man board, whose members could sit indi- 
vidually in various parts of the country. It 
is specifically prescribed that hearings be- 
fore the board or its members shall not be 
conducted in accordance with rules of evi- 
dence and, further, that the decisions of the 
board would not constitute evidence in cases 
which were later taken to the courts. These 
provisions are designed to prevent the Tax 
Settlement Board from moving in the direc- 
tion of becoming a court, as the Board of 
Tax Appeals did. 


Supreme Court 


Certiorari has been applied for in the fol- 
lowing cases: 


Baltimore and Ohio Railroad Company v. 
Magruder (49-1 ustc J 9293).—A taxpayer 
could not accrue taxes imposed by the Car- 
riers’ Taxing Act of 1935, since it was a 
party to a suit contesting the constitution- 
ality of the act. Although the decision is 
in accord with the Supreme Court holding 
in the Dixie Pine case, the taxpayer distin- 
guishes its case on several grounds, includ- 
ing the ground that it was required to 
accrue the tax by the Interstate Com- 
merce Commission. 


Cobb v. Commissioner (49-1 ustc J 9233) — 
Legal expenses incident to the adjustment 
of a gift tax deficiency were not deductible 
as nonbusiness expenses under Section 23 
(a)(2), even though the expenses may have 


conserved income-producing property by 
defending it against a lien for the deficiency. 


Myres v. U. S. (49-1 ustc J 9275). —A Dis- 
trict Court conviction of an attorney for 
willful attempts to defeat and evade federal 
income taxes on his own income were sus- 
tained. He was not entitled to a directed 
verdict of acquittal where the inferences to 
be drawn from the evidence were that the 
taxpayer knew his returns were false and 
that he filed them with intent to defeat or 
evade a part of his federal income taxes. 


Morton v. Commissioner (49-1 ustc J 9254). 
—Expenses incurred by a practicing attor- 
ney in maintaining a farm from which he 
had received no profits were not deductible 
as business expenses attributable to engag- 
ing in farming for profit, or as nonbusiness 
expenses incurred in connection with prop- 
erty held for the production of income, 
where the evidence was not persuasive that 
the attorney intended to maintain the farm 
other than as a country home for himself 
and his family. 
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Barclay v. U. S. (49-1 ustc J 10,721).—The 
exercise of a general testamentary power 
of appointment by the donee in favor of her 
estate caused the appointive property to be 
taxable, even though the residuary devisee 
renounced his right to take under the exer- 
cise of the power and elected to take by 
virtue of the default provisions of the will 
of the donor of the power. Such a renunci- 
ation was held to be without effect, since, 
because of the exercise of the power, he had 
nothing to renounce. 


Tax Court 


On August 12 the Senate confirmed the 
renomination of Judge Marion J. Harron to 
the Tax Court. 


The Commissioner 


Bankrupt’s Income Tax Returns.—Re- 
cently the Bureau of Internal Revenue ruled 
on the question of who files income tax re- 
turns, the trustee in bankruptcy or the 
bankrupt. The taxpayer overpaid his indi- 
vidual federal income tax for 1946 in the 
amount of $500. In October, 1947, he filed 
a petition in bankruptcy and was adjudicated 
a bankrupt a month later. The trustee in 
bankruptcy did not file a federal income tax 
return for 1947 as trustee, but did file a re- 
turn for the bankrupt individual on Form 1040 
for the period January 1, 1947, to October 
31, 1947, claiming a refund of the $500 
overpayment. 

The Bureau ruled that the right of a bank- 
rupt individual to a refund of income tax 
erroneously paid for a period prior to bank- 
ruptcy passes to the trustee in bankruptcy 
upon the filing of the petition. The proper 
course for the trustee to follow is to file a 
claim for the refund on Form 843. 

The Bureau also ruled that the trustee 
in bankruptcy has no authority, in his capac- 
ity as trustee, to file a federal income tax 
return for the bankrupt. The bankrupt and 
the trustee are two separate taxable entities. 
The individual is required to file an income 
tax return for each of his taxable years, un- 
less otherwise excepted by law. The period 
for which a return must be made by the 
bankrupt is not affected by the intervention 
of bankruptcy proceedings, and his return 
should cover a full taxable year. Asa fiduci- 
ary, the trustee is required by Section 142 
of the Internal Revenue Code to file a return 
on Form 1041 for the estate he is adminis- 
tering, covering the taxable year of the 
bankrupt estate, calendar or fiscal as the 
trustee may elect.—I. T. 3959, CCH BAnkK- 
RuPTCY LAw Reports § 56,478. 


(Continued on page 853) 
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BERTSON WOULD HAVE BEEN UNNECESSARY IF JUDGES AND 


HIS is the case of Culbertson, a Texas 

cattle rancher, and his four sons, who 
were twenty-four, twenty-two, eighteen and 
sixteen years old at the time of the forma- 
tion of the purported partnership. For 
nearly a quarter of a century Culberston 
and Coon were cattle-raising partners near 
Dalhart, Texas. Coon raised many cattle 
but had no children. Culbertson raised 
both. Coon, who had largely financed the 
partnership, was seventy-nine years old in 
1939, and desired to dissolve the partnership 
because of his ill health. Culbertson wished 
to keep the brood or foundation herd, and 
approached Coon with an offer of $65 per 
head. Coon agreed to sell at that price, but 
upon condition that Culbertson would sell 
an undivided one-half interest in the herd 
to his four sons at the same price, Coon 
being intensely interested in maintaining 
the Hereford strain which he and Culbert- 
son had developed, personally interested in 
the Culbertson boys and convinced that 
Culbertson was too old to carry on the 
work alone. At the time the new partner- 
ship was formed, Culbertson’s eldest son, 
who was married and living on the ranch, 
had for two years been foreman under the 
Coon and Culbertson partnership. The 
second son had entered the Army immedi- 
ately after his graduation, and had ren- 
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LAWYERS HAD READ THEM WITH SUFFICIENT DISCERNMENT 





dered no services to the partnership. The 
two younger sons attended school during 
the winter and worked on the ranch during 
the summer. 


Mr. Chief Justice Vinson, in his leading 
opinion in Commissioner v. Culbertson [49-1 
ustc J 9323], No. 313, October Term, 1948, 
June 27, 1949, rev’g [48-2 ustc { 9324] 168 
F. (2d) 979 (CCA-5, 1948), asserted that 
whether or not a particular partnership is 
a partnership for federal income tax pur- 
poses is a question of intent—whether or 
not the parties “in good faith and acting 
with a business purpose intended to join 
together in the present conduct of the en- 
terprise.” In support of his statement that 
“there is nothing new or particularly diffi- 
cult about such a test,” and that “triers of 
fact are constantly called upon to determine 
the intent with which a person acted,” the 
Chief Justice cited a number of American 
cases, federal and state, to the effect that 
state of mind has always been determina- 
tive of the question of whether a partner- 
ship has been formed as between the parties. 
“Nearly three-quarters of a century ago,” 
stated the Chief Justice, “Bowen, L. J., made 
the classic statement that ‘the state of a 
man’s mind is 2s much a fact as the state 
of his digestion’. Eddington v. Fitzmaurice, 
29 L. R. Ch. Div. 459, 483.” 
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This is quite a different point of view 
as compared with the so-called tests which 
have been attributed by various courts and 
writers to Commissioner v. Tower [46-1 UsTc 
7 9189], 327 U. S. 280 (1946), and Lusthaus 
uv. Commissioner [46-1 ustc J 9190], 327 U.S. 
293 (1946). Those tests may be referred to 
as the “vital-services” tests and the “con- 
tribution-of-originally-owned-capital” tests. 
Only a few weeks after the United States 
Supreme Court handed down its opinions 
in the Tower and Lusthaus cases, one of the 
present writers had occasion to say this: 


“Family partnerships which are not gen- 
uine but which result from the ‘Indian-giver’ 
propensities of certain husbands, have al- 
ways been on a dangerous tax footing. But 
bona fide family partnerships continue, as 
always, to be effective for all purposes, in- 
cluding federal income taxes. The Tower 
and Lusthaus cases are guide posts not only 
in showing what not to do, in family part- 
nerships, but also in showing what to do.” 
(Reuel L. Olson, “Family Partnerships,” 
TAxesS—The Tax Magazine, August, 1946, 
page 743, at page 789.) 


In the Supreme Court’s revisitation of 
Tower and Lusthaus, it becomes abundantly 
clear, from the language of the leading 
opinion as well as from that of the con- 
curring opinions in the Culbertson case, that 
the fundamentals are, indeed, set forth in 
Tower and Lusthaus. All that is necessary 
is for the opinions therein set forth to be 
read with perspicuity. 


Rejection of Fifth Circuit View 


In Culbertson, the Supreme Court did not 
adopt the view of the Fifth Circuit, which 
had said in that case: 


“Neither statute, common sense, nor im- 
pelling precedent requires the holding that 
a partner must contribute capital or render 
services to the partnership prior to the time 
that he is taken into it. These tests are 
equally effective whether the capital and 
the services are presently contributed and 
rendered or are later to be contributed or 
to be rendered. Moreover, a partnership is 
formed to act in the future and not in the 
past and when it is fully expected, intended, 
and agreed that the incoming partner will 
render services to the partnership, the Gov- 
ernment should not be heard to say: ‘I 
will not recognize you as a partner even 
though you in good faith entered into it. 
I took you into the Army to fight a war 
and you did not perform services for the 
partnership as you had agreed to do.’” 
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To this, Mr. Chief Justice Vinson replied: 

“If it is conceded that some of the part- 
ners contributed neither capital nor serv- 
ices to the partnership during the tax years 
in question, as the Court of Appeals was 
apparently willing to do in the present 
case, it can hardly be contended that they 
are in any way responsible for the produc- 
tion of income during those years. Of course 
one who has been a bona fide partner does 
not lose that status when he is called into 
military or government service, and the 
Commissioner has not so contended. On 
the other hand, one hardly becomes a part- 
ner in the conventional sense merely be- 
cause he might have done so had he not 
been called. The intent to provide 
money, goods, labor or skill sometime in 
the future cannot meet the demands of Sec- 
tions 11 and 22 (a) of the Code that he who 
presently earns the income through his own 
labor and skill and the utilization of his 
own capital be taxed therefor. The vagaries 
of human experience preclude reliance upon 
even good faith intent as to future conduct 
as a basis for the present taxation of income.” 


Mr. Justice Burton, in his concurring 
opinion, said that a “present commitment to 
render future services to a partnership is in 
itself a material consideration to be weighed 
with all other material considerations for 
the purposes of taxation as well as for other 
partnership purposes.” Such a present com- 
mitment might be construed as the rendi- 
tion of present services, a circumstance 
which is not contrary to Mr. Chief Justice 
Vinson’s assertion: “Jf it is conceded that 
some of the partners contributed neither . 
capital nor services to the partnership dur- 
ing the tax years in question, it can 
hardly be contended that they are in any 
way responsible for the production of in- 
come during those years.” 


*‘Vice”’ in Tax Court Tests 


Then the’ Chief Justice took the Tax 
Court ({CCH Dec. 15,874(M)] 6 TCM 692) 
to task for its emphasis upon the objective | 
standards of “vital services” and “original 
capital,” and for its omission of the factor 
of participation in control and management 
of the business—an item given equal prom- 
inence with contributions of “vital services” 
and “original capital” in Tower and Lusthaus 
—as a circumstance of prime importance: 


“The question is not whether the services 
or capital contributed by a partner are of 
sufficient importance to meet some objective 
standards supposedly established by the 
Tower case, but whether, considering all 
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the facts—the agreement, the conduct of the 
parties in execution of its provisions, their 
statements, the testimony of disinterested 
persons, the relationship of the parties, their 
respective abilities and capital contribu- 
tions, the actual control of income and the 
purposes for which it is used, and any other 
facts throwing light on their true intent— 
the parties in good faith and acting with a 
business purpose intended to join together 
in the present conduct of the enterprise. . . . 


“But the Tax Court did not view the 
question as one concerning the bona fide 
intent of the parties to join together as 
partners. Not once in its opinion is there 
even an oblique reference to any lack of 
intent on the part of respondent and his 
son to combine their capital and services 
‘for the purpose of carrying on the busi- 
ness’, Instead, the court, focusing entirely 
upon concepts of ‘vital services’ and ‘orig- 
inal capital’, simply decided that the alleged 
partners had not satisfied those tests when 
the facts were compared with those in the 
Tower case. 


“Unquestionably a court’s determination 
that the services contributed by a partner 
are not ‘vital’ and that he has not par- 
ticipated in ‘management and control of the 
business’ or contributed ‘original capital’ 
has the effect of placing a heavy burden on 
the taxpayer to show the bona fide intent 
of the parties to join together as partners. 
But such a determination is not conclusive, 
and that is the vice in the ‘tests’ adopted 
by the Tax Court. It assumes that there 
is no room for an honest difference of opin- 
ion as to whether the services or capital 
furnished by the alleged partner are of 
sufficient importance to justify his inclusion 
in the partnership. If, upon a consideration 
of all the facts, it is found that the partners 
join together in good faith to conduct a 
business, having agreed that the services or 
capital to be contributed presently by each 
is of such value to the partnership that the 
contributor should participate in the dis- 
tribution of profits, that is sufficient. The 
Tower case did not purport to authorize the 
Tax Court to substitute its judgment for 
ethat of the parties; it simply furnished 
some guides to the determination of their 
true intent. Even though it was admitted 
in the Tower case that the wife contributed 
no original capital, management of the busi- 
ness, or other vital services, this Court did 
not say as a matter of law that there was 
no valid partnership. We said, instead, 
that “There was, thus, more than ample evi- 
dence to support the Tax Court’s findings 
that no genuine union for partnership pur- 
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poses was ever intended and that the husband 
earned the income.’ 327 U. S. at 292. (Italics 
added.)” 


For the Tax Court to discard participa- 
tion in control and management of the busi- 
ness as a factor of equal prominence with 
contributions of “vital services” and “orig- 
inal capital” was “a basic and erroneous 
assumption that one can never make a gift 
to a member of one’s family without retain- 
ing the essentials of ownership, if the gift 
is then invested in a family partnership.” 
This strong language of the Chief Justice 
footnotes his statement that the “fact that 
transfers to members of the family group 
may be mere camouflage does not, however, 
mean that they invariably are. . . . If the donee 
of property who then invests it in the family 
partnership exercises dominion and control 
over that property—and through that con- 
trol influences the conduct of the partner- 
ship and the disposition of its income—he 
may well be a true partner. Whether he is 
free to, and does, enjoy the fruits of the 
partnership is strongly indicative of the 
reality of his participation in the enterprise. 
In the Tower and Lusthaus cases we dis- 
tinguished between active participation in 
the affairs of the business by a donee of a 
share in the partnership on the one hand, 
and his passive acquiescence to the will of 
the donor on the other. This distinction 
is of obvious importance to a determination 
of the true intent of the parties. It is mean- 
ingless if ‘original capital’ is an essential 
test of membership in a family partnership.” 


Accordingly, the Chief Justice concluded 
that the record testimony as to the sons’ 
participation in the management of the ranch, 
which the Tax Court had failed to consider, 
was clearly relevant evidence of the intent 
to carry on business: as partners, without 
intimating any opinion as to its probative 
value. The Court remanded the cause to 
the Tax Court for a decision as to which, 
if any, of the sons were partners with their 
father in the operation of the ranch during 
1940 and 1941, the taxable years in question. 


Commercial Concept 


Whether or not individuals are partners 
for income tax purposes depends upon 
whether or not the “concept of partnerships 
for purposes of various commercial situa- 
tions” is met by the facts of the particular 
case, according to Mr. Justice Frankfurter. 
In his concurring opinion, he said that in 
the Tower case the Supreme Court, in de- 
fining the relevant considerations for deter- 
mining the existence of a partnership, had 
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relied on familiar decisions formulating the 
concept of partnership for purposes of various 
commercial situations in which the nature 
of that concept was decisive. “It is signifi- 
cant that among the cases cited was the 
leading case of Cox v. Hickman, 8 H. L. 
Cas. 268.” 


Cox v. Hickman was decided by the House 
of Lords in 1860. The question involved 
was whether or not certain individuals had 
become liable as members of a partnership. 
The Lord Chancellor (Lord Campbell) said: 


“We must look at the real nature of the 
transaction, according to the understanding 
of all who were parties to it.” 


Lord Chief Baron Pollock said: 


“There is a passage in ‘Story on Partner- 
ship’ (ch. iv. s. 49), to which I wish to refer 
your Lordships, as clearly expressing the 
views I entertain: ‘In short, the true rule 
“ex aequo et bono” would seem to be, that 
the agreement and intention of the parties 
themselves should govern all the cases, if 
they intended a partnership in the capital 
stock, or in the profits, or in both; then, 
that the same rule should apply in favour 
of third persons, even if the agreement was 
unknown to them; and on the other hand, 
if no partnership were intended between 
the parties, then that there should be none 
as to third parties, unless where the parties 
had held themselves out as partners to the 
public, or their conduct operated as a fraud 
or deceit upon third persons.’ ” 


Lord Cranworth said: 


“Deeds of arrangement, like that now 
before us, are, I believe, of frequent occur- 
rence; and it is impossible to imagine that 
creditors who execute them, have any notion 
that by so doing they are making them- 
selves liable as partners. This would be no 
reason for holding them not to be liable, if, 
on strict principles of mercantile law, they 
are so; but the very fact that such deeds are 
so common, and that no such liability is 
supposed to attach to them, affords some 
argument in favour of the Appellant. The 
deed now before us was executed by above 
a hundred joint creditors; and a mere glance 
at their names is sufficient to show that 
there was no intention on their part of doing 
anything which should involve them in the 
obligations of a partnership. I do not rely 
on this; but, at least, it shows the general 
opinion of the mercantile world on the 
subject. I may remark that one of the 
creditors I see is the Midland Railway 
Company, which is a creditor for a sum 
only of £ 39, and to suppose that the direc- 
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tors could imagine that they were making 
themselves partners is absurd.” 


The appeal made by Lord Cranworth to 
common understanding and ordinary prac- 
tices was echoed by Circuit Judge Waller 
in writing the opinion for the Fifth Circuit 
in the Culbertson case: 


“Neither the Constitution, the statutes, 
nor public policy requires that partnerships 
between fathers and sons be outlawed or 
discouraged. The desire of a father in any 
age or clime, with a business that he cher- 
ishes and a son that he loves, to have such 
son with him in his business and to carry 
it on when he no longer can was not ren- 
dered an anathema by the Lusthaus and 
Tower cases, and aberrations from the salu- 
tary rules announced in those cases should 
not now do so.” 


Misconception of Tower 


Mr. Justice Frankfurter, in his concurring 
opinion, said that the Tax Court’s “inade- 
quate attention to the [Tower] opinion in 
its entirety—both what it said and what it 
significantly did not say”’—had caused the 
Tax Court to cull phrases from that opinion 
which led it into a misconception of the 
Supreme Court’s decision in the Tower case. 
The Supreme Court’s opinion in the Tower 
case, said Mr. Justice Frankfurter, “did not 
take the position of the concurring opinion.” 


The concurring opinion by Mr. Justice 
Rutledge in the Tower case had asserted 
that in his judgment the effect of the deci- 
sions of the Tower and Lusthaus cases was 
“to rule that in situations of this character 
the formation of a limited partnership under 
state law between husband and wife, with 
the latter as the limited partner, following 
immediately upon the jhusband’s donation 
to the wife of a share in the assets of the 
business previously and afterwards con- 
ducted by him and conditioned upon her 
leaving the assets in the business, does not 
as a matter of federal tax law accomplish 
the formation of a partnership sufficient to 
relieve the husband of tax liability for the 
income derived after the transfer from use 
in the business of the shares thus donated’ 
to the wife. In other words, I think that as 
a matter of law the taxpayers in these cases 
were liable for the taxes assessed against 
them, including the deficiency assessments; 
and, therefore, in my opinion the Tax Court 
is not free in these or substantially similar 
circumstances to draw either the contrary 
conclusion or opposing ones. While it is 
not strictly necessary to express this view 
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in these cases, in view of the Tax Court’s 
consistent conclusions of liability, it is in- 
conceivable to me that the two cases, con- 
sistently with the federal tax law, could be 
decided the other way or with different 
outcomes on the facts presented.” 


Mr. Justice Frankfurter’s language in 
his concurring opinion in Culbertson clearly 
shows the inadequacy of the views of Mr. 
Justice Rutledge in the language just 
quoted. We can visualize the twinkle in 
Frankfurter’s eye as he proceeded to casti- 
gate the Tax Court—and judges and lawyers 
everywhere—for inadequate attention to the 
Tower opinion “in its entirety.” Tower 
did not say, asserted Frankfurter, “that 
family partnerships are ‘not to be regarded 
as partnerships for income-tax purposes 
even though they be genuine commercial 
partnerships.” Nor did it “even announce 
hobbling presumptions under the income- 
tax law against such partnerships. On the 
contrary, in defining the relevant considera- 
tions for determining the existence of a 
partnership, the Court in the Tower case re- 
lied on familiar decisions formulating the 
concept of partnership for purposes of vari- 
ous commercial situations in which the 
nature of that concept was decisive.” At 
this point Frankfurter referred to the Court’s 
citation of the leading case of Cox v. Hick- 
man in the Tower opinion, which should have 
been the tip-off, to every court and lawyer 
in the land, as to the true meaning of the 
Tower and Lusthaus cases: “It is significant 
that among the cases cited was the leading 
case of Cox v. Hickman.” 


Inappropriate Standards 


Continuing his neat rebuff of the Tax 
Court, Mr. Justice Frankfurter stated that 
its finding in the Culbertson case is not to be 
respected because wrong standards for judg- 
ment were applied: 


“Men may put on the habiliments of a 
partnership whenever it advantages them to 
be treated as partners underneath, although 
in fact it may be a case of “The King has 
no clothes on’ to the sharp eyes of the law. 
Since there are special temptations to ap- 
pear as a partnership in order to avoid the 
hardships of heavy taxation, the tribunal 
which presumably is gifted with superior 
discernment in differentiating between the 
real thing and the imitation—the Tax Court 
—will naturally be on the alert against 
being taken in. Therefore, a finding by the 
Tax Court that that which has the outward 
appearance of an arrangement to engage in 
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a commoneenterprise is not in fact such an 
associated business venture ought to be re- 
spected when challenged in another court, 
unless such a determination is wholly with- 
out warrant in fact or, as in this case, the 
wrong standards for judgment have been 
applied.” 


Common-Law Concept 


The common-law concept of the relation 
of partnership “has a content familiar 
throughout the country to those to whom 
the law speaks,” according to Mr. Justice 
Frankfurter. “The basic criteria which de- 
termine its applicability have been so well 
and so long established that they were im- 
plicitly incorporated by the Internal Reve- 
nue Code’s definition of ‘partnership’.” The 
definition of the term set forth in Section 
3797 (2) “includes a syndicate, group, pool, 
joint venture, or other unincorporated or- 
ganization, through or by means of which 
any business, financial operation, or venture 
is carried on, and which is not, within the 
meaning of this title, a trust or estate or a 
corporation; and the term ‘partner’ includes 
a member in such a syndicate, group, pool, 
joint venture, or organization.” Frankfurter 
concluded, therefore, that “Congress has 
thereby stamped a nationwide meaning upon 
the term which disregards minor local vari- 
ants or an occasional legal sport.” 


The learned justice, in a footnote, en- 
larged upon the “two necessary implications” 
of this definition. First, he said, “recourse 
to the law of a particular State is pre- 
cluded,” and cited Regulations 111, Sec- 
tions 29.3797-1 and 29.3797-4. Second, “the 
use of the words ‘The term “partnership” 
includes’ [in Code Section 3797(2)] pre- 
supposes that the term has a recognized 
content. If this is not to be found in the 
law of a particular State, it can only be 
found in the general law of partnership.” 


The portions of Regulations 111 cited are 
worthy of special note: Section 29.3797-1: 
“Classification of taxables——For the pur- 
pose of taxation the Internal Revenue Code 
makes its own classification and prescribes 
its own standards of classification. Local 
law is of no importance in this connection. 
. . . The term ‘partnership’ is not limited to 
the common law meaning of partnership, 
but is broader in its scope and includes 
groups not commonly called partnerships.” 


Section 29.3797-4: “Partnerships. — The 
Internal Revenue Code provides its own 
concept of a partnership. Under the term 
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‘partnership’ it includes not only*a partner- 
ship as known at common law, but, as well, 
a syndicate, group, pool, joint venture, or 
other unincorporated organization which 
carries on any business, financial operation, 
or venture, and which is not, within the 
meaning of the Code, a trust, estate, or a 
corporation.” 


Is it any wonder, therefore, that Mr. 
Justice Frankfurter said that if the recog- 
nized content of the term “partnership” is 
not to be found in the law of a particular 
state, it can be found only in the general 
law of partnership? Is it any wonder that 
he cited the leading case Cox v. Hickman, 
decided in 1860? 


Conclusion 


We may again conclude that “bona fide 
family partnerships continue, as always, to 
be effective for all purposes, including fed- 
eral income taxes. The Tower and Lusthaus 
cases are guide posts not only in showing 
what not to do in family partnerships, but 
also in showing what to do.” (Olson, of. 
cit.) The revisitation of these cases in 
Culbertson would have been unnecessary if 
judges and lawyers had read them with 
sufficient discernment. The 1948 Revenue 
Act, of course, makes the family partner- 
ship question academic as between spouses; 
but it is still important as between other 
family members. [The End] 
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The division includes Indiana, Kentucky, Southern Ohio, corre- 
sponding to the territorial jurisdiction of the Internal Revenue Agent 
in Charge at Cincinnati, and West Virginia. 


There are four offices in the division, that at 2920 Carew Tower, 


Marino, 


441 Vine Street, Cincinnati 2, Ohio, serving as headquarters, with 
Robert S. Dechant as Technical Advisor in Charge. Technical Advisor 
in Charge at 635 Architects and Builders Building, 333 North Pennsyl- 
vania Street, Indianapolis 4, Indiana, is Joseph S. Zucker. George C. 
Manning is Technical Advisor at the office at 415 First Huntington- 
National Bank Building, 955 Fourth Avenue, Huntington 1, West 
Virginia; and Harold R. Kasson is Assistant Head for the Louisville, 


Kentucky office, located at 1129 Starks Building, 455 South Fourth 
Street. 
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DISTRICT OF COLUMBIA 


Revenue Law Changes 


A FACTUAL REVIEW OF THE IMPORTANT CHANGES 
IN THE INCOME TAX LAW OF THE DISTRICT 
AND THE NEW SALES AND USE TAX LAW 


f pees ubiquitous governmental plea for 
more revenue became strident in the 
District of Columbia about the time that 
the federal civil service employees were 
given their last wage increase. Because 
funds were not available for increasing sal- 
aries of the employees of the District of 
Columbia government in proportion, the 
obvious inequity made daily headlines in the 
local press for many months. There was, 
of course, the usual long list of other “urgent 
needs” in the budget, but few were under- 
stood nearly as well as the District of Colum- 
bia employees’ pay raise issue. 


“To provide additional revenue for the 
District of Columbia” is the heading on 
Public Law 76, Eighty-first Congress. A 
mere glance at this act would indicate that 
it accomplished this purpose, but a perusal 
of it and the regulations promulgated there- 
under reveals that there are many aspects 
to the new law which will affect people in 
almost every state. 


The new law added a sales and use tax 
and made changes in the income tax pro- 
visions, revoking the exemption of many 
federal employees from the District of Co- 
lumbia personal income tax. This change 
has not yet been thoroughly understood and 
appreciated. The new sales tax was in effect 
only a few days when a bill seeking its repeal 
was introduced in Congress. However, mer- 
chants of the District are accepting it as 
a permanent thing until advised to the 
contrary. 

The District of Columbia is essentially 
a city; yet since it is not part of any state, 
its tax structure has the appearance of a 


District of Columbia Changes 


By PAUL J. FOLEY 


hybrid state and municipal coverage. In 
addition to most of the usual problems, the 
District has always been plagued, taxwise, 
with the federal employee counterpart of 
“The Man Who Came to Dinner.” The 
District has long been a no man’s land in 
that most residents continue to be “from” 
some other jurisdiction. This last factor 
couples with the fact that the Congress of 
the United States is the law-making body 
for the District, and its members are them- 
selves all from some other jurisdiction and 
sympathetic to absentee voting, etc., in the 
various states by people who are now re- 
siding in the District. Hence, until the 
passage of this new act, exemption from 
the District of Columbia income tax was 
provided for some or all District residents 
domiciled elsewhere. 


The law in effect for 1948 provided for 
exemption from District of Columbia income 
tax only for federal employees who were 
domiciled elsewhere even though residing 
in the District. Since, in 1948, eighteen 
states* had no local income tax at all, and 
many of those: which did applied it to their 
residents only, the vast majority of federal 
employees were paying no local income tax 
to any jurisdiction. The new law provides 


1The following states did not have income 
tax for individuals in 1948: Connecticut, Florida, 
Illinois, Indiana, Maine, Michigan, Nebraska, 
Nevada, New Jersey, Ohio, Pennsylvania, Rhode 
Island, South Dakota, Tennessee, Texas, Wash- 
ington, West Virginia and Wyoming. In Ohio, 
there is an income tax applied against yield 
from investments; also, the cities of Columbus 
and Toledo have their own city income tax. This 
is the situation also in the Pennsylvania cities 
of Philadelphia and Scranton. 
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Distriét income tax coverage of all who are 
in residence for seven months or longer dur- 
ing the year.” Members of Congress and 
a relatively few government officials may 
still be exempt, but the bulk of the quarter 
of a million federal employees in Washington 
are no longer privileged. Domicile else- 
where is frequently retained by those com- 
ing into the District of Columbia in order 
that they may continue to vote. Also, new 
appointments to civil service jobs in Wash- 
ington resulting from competitive examina- 
tion are made under a quota system designed 
to keep each state represented in proportion 
to its total population. Generally, this favors 
applicants who are domiciled in states far 
away, which usually have fewer aspirants 
for appointment in Washington. In any 
event, the new tax law provides for credit 
in the event a District of Columbia resident 
also has to pay income tax to another juris- 
diction, and thus avoids any inequity on 
that count. 


2P. L. 76, Section 401. Article I of the Dis- 
trict of Columbia Revenue Act of 1947, approved 
July 16, 1247, as amended, is further amended 
as follows: 

Paragraph (s) of Section 4 of Title I of Ar- 
ticle I of said act is amended to read as follows: 


‘*“(s) The word ‘resident’ means every indi- 
vidual domiciled within the District on the last 
day of the taxable year, and every other in- 
dividual who maintains a place of abode within 
the District for more than seven months of the 
taxable year, whether domiciled in the District 
or not. The word ‘resident’ shall not include 
any elective officer of the Government of the 
United States or any employee on the staff of 
an elected officer in the legislative branch of 
the Government of the United States if such 
employee is a bona fide resident of the State of 
residence of such elected officer, or any officer 
of the executive branch of such Government 
whose appointment to the office held by him 
was by the President of the United States and 
subject to confirmation by the Senate of the 
United States and whose tenure of office is at 
the pleasure of the President of the United 
States, unless such officers are domiciled within 
the District on the last day of the taxable year.’’ 


3P. L. 76, Section 128. ‘‘Gross receipts from 
the following sales shall be exempt from the tax 
imposed by this title: 


‘*(a) Sales to the United States or the Dis- 
trict or any instrumentality thereof. 


““(b) Sales to a State or any of its political 
subdivisions if such State grants a similar ex- 
emption to the District. As used in this sub- 
section, the term ‘State’ means the several 
States, Territories, and possessions of the 
United States. 

‘*(e) Sales to a semipublic institution: Pro- 
vided, however, That such sales shall not be 
exempt unless (1) such institution shall have 
first obtained a certificate from the Assessor 
stating that it is entitled to such exemption, 
and (2) the vendor keeps a record of the sales 
price of each such separate sale, the name of 
the purchaser, the date of each such separate 
sale, and the number of such certificate. 
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Federal Contribution 


Another consideration which further com- 
plicates the revenue structure of the District 
is the fact that, in area, almost half of all 
real property in Washington is owned by 
the United States and hence removed from 
the tax rolls. To help compensate for this 
and contribute to the cost of the municipal 
services rendered, the federal government 
historically contributes to the District. Cur- 
rently it contributes slightly more than one 
tenth of the entire ($100,000,000 plus) Dis- 
trict of Columbia budget, although the sum 
contributed is actually less than it was a 
few decades ago when the United States 
landholding was less, and the dollar had 
greater purchasing power. 


Sales Tax 


The most significant portion of the new 
act is the introduction of a gross sales tax 
and a compensating-use tax. Basically, it is 


a two per cent tax levied on vendors pro- 
viding exemptions* which 


include food, 


““(d) (1) Sales of food for human consump- 
tion off the premises where such food is sold. 


“*(2) Sales of any food sold for human con- 
sumption in hotels, restaurants, cafes, bars, and 
other establishments where the sales price of 
the food furnished each individual patron, in- 
cluding any cover, minimum, entertainment, or 
other charge, is $1.25 or less: Provided, however, 
That the gross proceeds from all such sales 
where the sales price to the individual patron 
is more than $1.25 shall be subject to the tax 
imposed by this title without any deductions 
from such gross proceeds by virtue of the pro- 
visions of this subsection: And provided. further, 
That the provisions of this title with respect 
to reimbursement for the tax imposed shall be 
applicable to every such sale where the sales 
price to the individual patron is more than 
$1.25 without regard to the provisions of this 
subsection. 


“*(e) Sales of motor-vehicle fuels upon the sale 
of which a tax is imposed by the Act entitled 
‘An Act to provide for a tax on motor-vehicle 
fuels sold within the District of Columbia, and 
for other purposes’, approved April 23, 1924, as 
amended or as may be hereafter amended. 


‘*(f) Sales of property purchased by a utility 
or public-service company for use or consump- 
tion in furnishing a commodity or service: Pro- 
vided, That the receipts from furnishing such 
commodity or service are subject to a gross- 
receipts or mileage tax in force in the District 
during or for the period of time covered by any 
return required to be filed by the provisions of 
this title. 


“*(g) Sales of newspapers and publications of 
semipublic institutions as defined in section 118. 


*‘(h) Casual and isolated sales by a vendor 
who is not regularly engaged in the business of 
making sales at retail. 


““(i) Sales of livestock, poultry, seeds, feeds 
for livestock and poultry, fertilizers, lime, and 
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medicines,* personal service charges, admis- 
sions, transportation and communication 
charges, and restaurant meals up to $1.25 
per serving. Also exempt are sales to the 
federal and District governments, as well 
as semipublic institutions (although a very 
limited group qualify for this exemption 
which is based on entirely different stand- 
ards than, for example, Section 101 of the 
federal Internal Revenue Code providing 
for exemptions regarding income tax). 
Only sales at retail are taxed, and other 
exemptions are provided. 


Interstate Sales 


Although it is generally understood that 
the constitutional prohibition against a state 
imposing a tax, and hence burden upon 
interstate commerce, need not inhibit the 
District of Columbia in that regard, the 
new District of Columbia Sales Tax Act 
places the District under the same limita- 
tions as any state as far as the sales tax is 
concerned. (Public Law 76, Section 128 (m).) 
This limitation provides exemption for “(m) 
Sales which a State would be without power 
to tax under the limitations of the Con- 
stitution of the United States.” In this 
manner, the District sales tax was greatly 
simplified as far as interstate sales are con- 


(Footnote 3 continued) 
land plaster used for agricultural purposes. 

‘*(j) Sales of food or beverages of any nature 
if made in any car composing a part of any 
train or in any aircraft or boat operating within 
the District in the course of commerce between 
the District and a State. 

‘‘(k) Sales of goods made pursuant to bona 
fide contracts entered into before the date of 
approval of this Act: Provided, That there is a 
contract in writing signed by the purchaser and 
vendor which imposes an unconditional liability 
on the part of the purchaser to buy the goods 
covered thereby at a fixed price and without 
escalator clause, and an unconditional liability 
on the part of the vendor to deliver a definite 
quantity of such goods at the contract price. 

‘“1) Sales of natural or artificial gas, * oil, 
electricity, solid fuel, or steam, directly used 
in manufacturing, assembling, processing, or 
refining. 

‘*(m) Sales which a State would be without 
power to tax under the limitations of the Con- 
stitution of the United States. 

‘*(n) Sales of motor vehicles and trailers. 

‘*(o) Sales of medicines, pharmaceuticals, and 
drugs whether or not made on prescriptions of 
duly licensed physicians and surgeons and gen- 
eral and special practitioners of the healing art. 

“*(p) Sales of crutches, wheel chairs for the 
use of cripples and invalids, and, when designed 
to be worn on the person of the purchaser or 
user, artificial limbs, artificial eyes, and arti- 
ficial hearing devices; sales of false teeth by a 
dentist and the materials used by a dentist in 
dental treatment; sales of eyeglasses, when 
especially designed or prescribed by an ophthal- 


District of Columbia Changes 


cerned.” The rules being applied are (1) 
out-of-District vendors making subject sales 
for delivery into the District are required 
to register with the District Assessor and 
collect the tax, and (2) District vendors 
making subject sales to out-of-District pur- 
chasers must also collect the tax unless 
delivered (and hence with title passing) outside 
the District. Even charge sales to out-of- 
District purchasers who pick up the mer- 
chandise in the District are currently being 
held subject to the tax. 


Split Billing 

Since personal services are not subject to 
the tax, where an article is sold and a charge 
made for installation, repair or other per- 
sonal service, the amounts for each must 
be shown on invoice. In this way no sales 


mologist, oculist, or optometrist for the personal 
use of the owner or purchaser; and sales of 
artificial braces and supports designed solely 
for the use of crippled persons. 

‘*(q) Sales of cigarettes.’’ 


4 Regulations, Section 401. ‘‘Sales of medi- 
cines, pharmaceuticals and drugs. The words 
medicines, pharmaceuticals and drugs shall be 
deemed to mean any of the same recognized in 
the official United States Pharmacopoeia, Offi- 
cial Homeopathio-Pharmacopoeia to the United 
States or the Official National Formulary, or any 
supplement to any of them, and any substance 
or mixture of substances containing at least one 
of such recognized medicines, pharmaceuticals 
and drugs intended for use in the cure, mitiga- 
tion or prevention of disease in man or other 
animals; Provided, however, that the words 
medicines, pharmaceuticals and drugs shall not 
include any items which appear on the U. S. 
Excise Tax List of Cosmetics and toiletries 
which are subject to the Federal Excise Tax.”’ 


5 Regulations, Section 401. ‘Interstate Com- 
merce.—The tax is applicable to the receipts 
from all sales even though the property sold and 
delivered in the District is for exclusive use in 
interstate commerce. 

‘“‘However, the Act specifically provides for 
the exemption of the receipts from sale of which 
a State would be without power to tax under 
the Federal Constitution. Generally speaking, 
a State is without power to burden interstate 
commerce; the power to regulate commerce be- 
tween the States having been specifically re- 
served to the Federal Congress in the Federal 
Constitution. 

“The receipts from the sale of tangible per- 
sonal property for use in conducting a business 
which constitutes interstate commerce is not 
exempt from the tax solely by reason of that 
fact. Neither would the receipts from the sale 
of tangible personal property in the District be 
exempt by reason of the fact that the vendor de- 
livered the property from without the District 
if the facts and circumstances indicate that the 
contract of sale would not require, contem- 
plate or necessarily involve the shipment of 
goods from outside the District. 

‘‘Where a seller in the District undertakes to, 
and does in fact, deliver the property sold to a 
place outside the District, the gross receipts 
therefrom are not subject to the tax.’’ 
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tax applies to the labor, repair*® or other 
services; otherwise, if billed in lump sum, 
the tax applies to the entire charge for both 
the merchandise and the personal service. 


Contracts in Process 


No tax applies to transactions under a 
written sales contract (work in process‘) 
executed prior to May 27, 1949, which im- 
posed an unconditional purchase and sale, 
without an escalator clause. As for con- 
tracts executed between May 27, 1949, and 
August 1, 1949, the tax will apply to articles 
the title to which passes after August 1, 1949, 


Storage 


Merchandise brought into the District for 
storage*® is not exempt. Items stored-in- 
transit are subject to the tax, but refund 
will be made upon removal from storage 
and transit to outside the District. 


® Regulations, Section 1105. ‘‘Sales of Property 
Consumed in Repairs.—(a) Frequently, materials 
and supplies are consumed in improving, alter- 
ing or repairing tangible personal property of 
others. The instances are innumerable. 

‘““(1) Those in which the contractor agrees 
for a lump sum to furnish them materials and 
supplies and necessary labor or services, and 

‘*(2) Those in which the contractor agrees to 
furnish the materials and supplies at a fixed 
price or at the regular retail price and to render 
the services either for an additional agreed price 
or on the basis of time consumed. 

‘‘(b) When a contractor uses materials and 
supplies in carrying out such a lump sum con- 
tract, he becomes the consumer thereof. The 
sale to him is to a final purchaser and he is 
required to pay the tax to his vendor. 

“‘(c) Where the contract calls for the sale of 
the materials and supplies to a person at an 
agreed price separate from the charge made 
for labor or service, the contractor is required 
to collect reimbursement for the tax thereon 
from such person, as the sale to the contractor’s 
customer is a sale at retail.”’ 


7 Regulations, Section 101. ‘‘Contracts of Sale 
Entered into Prior to May 27, 1949.—The gross 
receipts from sales of goods made pursuant to 
bona fide contracts entered into before May 27, 
1949 are exempt from the tax; Provided, There 
was such a contract in writing signed by the 
purchaser and seller which imposed an uncondi- 
tional liability on the part of the purchaser to 
buy the goods covered thereby at a fixed price 
and without escalator clause, and an uncondi- 
tional liability on the part of the seller to de- 
liver a definite quantity of such goods at the 
agreed contract price.’’ 

Section 102. “Sales Consummated Between 
May 26, 1949 and August 1, 1949.—For the pur- 
poses of this section and Section 103 ‘a sale’ shall 
mean any transaction whereby title, or posses- 
sion, or both of tangible personal property is 
transferred by any means whatsoever for a 
consideration by a vendor to a purchaser, or 
any transaction whereby services subject to tax 
under the Act are rendered for a consideration 
or are sold to any purchaser by any vendor. The 
Act specificially states that the consideration for 
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Registration and Reporting 


All vendors inside and outside the Dis- 
trict making subject sales are required to 
register on a form provided by the Assessor. 
No charge is made for such registration, but 
a license to collect the tax is issued bearing 
registration number. Monthly report forms 
are to be mailed to each registrant. They 
are due back by the twentieth day of the 
month following sale. This monthly report 
is to be an IBM card prepared especially 
for each registrant and requiring only a few 
money totals to be inserted before the card 
is returned to the Assessor. 


Reconciliation to Income 
Tax Returns 


In addition to the monthly return, an 
annual return using the same fiscal year as 
the vendor uses for income tax purposes, 
must be filed columnarizing and totaling all 
the figures reported on the monthly return. 
This annual return will then facilitate recon- 
ciliation with the District of Columbia in- 


a sale may be either in the form of a price in 
money, rights, or property, or by exchange or 
barter and may be payable immediately, in 
the future, or by installments. If any transac- 
tion had reached the status of a sale, as defined 
in this section, between the dates of May 26, 
1949, and August 1, 1949, both exclusive, the 
gross receipts from such sale are not subject to 
the tax. In such cases it is immaterial to the 
question of the liability of the vendor for the 
tax whether, under the agreement between 
the parties, payment of the sales price was to be 
made in advance, at the time of sale, in the 
future, or by installments.”’ 

Section 103. ‘‘Sales Made on and After August . 
1, 1949.—If any transaction which had not 
reached the status of a ‘sale,’ as defined in 
Section 102, prior to August 1, 1949, reaches 
that status on or after that date, the gross re- 
ceipts therefrom are subject to the tax. In 
such cases it is immaterial to the question of 
the liability of the vendor for the tax whether, 
under the agreement between the parties, pay- 
ment of the sales price was to be made in ad- 
vahce, at the time of sale, in the future, or by 
installments: Provided, however, that no gross 
receipts from taxable sales which were actually 
received by the vendor prior to August 1, 1949, 
shall be subject to tax.’’ 


8 Regulations, Section 1103. ‘“‘Storage.—The 
Use Tax must be paid on the sales price of all 
taxable personal property which is purchased 
for storage in the District on and after August 
1, 1949. Storage of personal property intended 
solely for use outside the District but which is 
stored in the District pending shipment to a 
place outside the District, will not be subject 
to the Use Tax. However, the tax in such in- 
stances shall be paid at the time of the im- 
portation or storage of the property within the 
District and a subsequent credit shall be al- 
lowed to the taxpayer for the amount so paid 
upon removal of the property from the Dis- 
trict.’’ 
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come tax returns, or precipitate a demand 
for filing one.® 


Breakage 


Yes, the average merchant will actually 
make a profit from collecting the sales tax. 
The tax has its fiscal incident on the mer- 
chant, and he is required to be reimbursed 
by- the customer. However, the merchant 
pays a flat two per cent on total subject 
sales, whereas,” the merchant is required to 
collect one-cent sales tax for each sale over 
thirteen cents and up to sixty-four cents, 
plus one cent for each fifty cents (on final 
fraction thereof) that the sale exceeds sixty- 
three cents. Hence, collecting according to 
one scale and paying according to another, 
a merchant may collect either more or less 
than required to pay to the Assessor. To 
the merchant who has a lot of ten-cent sales 
(exempt under table), this could mean a net 
loss. To the merchant who sells nothing 
over one dollar, and who has an equal dis- 
tribution of sales amounts, one cent through 
one dollar, the table requires him to collect 
twenty-four per cent more tax than he has 
to pay. Since the average merchant’s indi- 
vidual sales range above one dollar, it has 
been estimated that the typical vendor will 
collect about ten per cent more than he 
pays. Considering the additional work re- 
quired in record keeping, this seems con- 
servative compensation. 


Since the fiscal incidence is upon the vendor, 
and the purchaser merely reimburses, it is 
anticipated that the Commissioner of In- 
ternal Revenue will rule thit the District 
of Columbia sales tax is deductible by the 
merchant, but not by the purchaser. 





*P. L. 76, Section 144. ‘In addition to the 
powers granted to the Assessor in this title, he 
is hereby authorized and empowered— 


‘*(b) to request information from the Bureau 
of Internal Revenue of the Treasury Depart- 
ment of the United States relative to any person 
for the purpose of assessing taxes imposed by 
this title; and said Bureau of Internal Revenue 
is authorized and required to supply such in- 
formation as may be requested by the Assessor 
relative to any person for the purpose herein 
provided.”’ 
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District of Columbia Changes 


PAUL J. FOLEY, ATTORNEY AND CPA, IS 
CHAIRMAN OF THE TAX COMMITTEE, 
D. C. INSTITUTE OF CERTIFIED PUBLIC 
ACCOUNTANTS. HE IS A MEMBER OF THE 


Use Tax 


The typical and equal compensating-use 
tax has been enacted into the law to cover 
subject articles being brought into the Dis- 
trict, whereon no District sales tax was paid 
to vendor. 


Automobiles 


Technically, automobile sales are exempt 
from the sales and use tax; but an equal 
excise tax is levied at the time most District 
of Columbia certificates of automobile title 
are issued, hence equalizing the effect. 


The District recently has had a tax on 
unincorporated business (which could law- 
fully operate as corporations) about equal 
to the corporate income tax. ‘Technical 
changes in the act limited the allowance 
for personal services, which allowance fea- 
ture, it was thought, was being used to 
defeat this unincorporated business tax. 


These changes, plus a few additional in- 
creases, e. g., 7% per cent increase in realty 
tax, are the innovations in the District reve- 
nue laws and also seems stabilized and quiet 
—until the due date for those blanketed into 
the personal income tax coverage, that is! 


[The End] 


10 Pp, L. 76, Section 127. ‘‘For the purpose of 
collecting his reimbursement as provided in sec- 
tion 126 of this title insofar as it can be done 
and yet eliminate the fractions of a cent, the 
vendor shall add to the sales price and collect 
from the purchaser the following amounts: 

‘‘(a) On each sale where the sales price is 
from 14 cents to 63 cents, both inclusive, 1 cent; 

‘“*“(b) On each sale where the sales price is 
from 64 cents to $1.13, both inclusive, 2 cents; 

“*(c) On each 50 cents of sales price or frac- 
tion thereof in excess of $1.13, 1 cent.’’ 























































































































































































































































































































































































































Changes 





in the Marital Deduction 


HE COMMISSIONER of Internal Rev- 

enue has now issued the final draft of the 
Estate Tax Regulations governing the marital 
deduction, which were published in the 
Federal Register of May 19 as T. D. 5699. 


It will be remembered that tentative 
Regulations were proposed November 6, 
1948. The public was permitted under 
the provisions of the Administrative Pro- 
cedure Act to file with the Commissioner 
“data, views or arguments” in writing within 
a thirty-day period. 

Certain interested trust men in Phila- 
delphia cooperated in an intensive and de- 
tailed study of the proposed Regulations, 
and a lengthy summary of the points at 
issue was prepared, with definite recom- 
mendations for changes. These suggestions 
were later embodied in a letter to the 
Commissioner of Internal Revenue from 
the Bank and Trust Company Tax As- 
sociation of Philadelphia, and were en- 
dorsed by the Committee on Taxation, 
Pennsylvania Bankers Association, Trust 
Section. Copies of the recommendations 
were sent to a number of the larger Phila- 
delphia law offices, which were invited to 
send their own “data, views or arguments” 
to the Commissioner. 


It is a great satisfaction to find that 
our chief recommendations have been sub- 
stantially adopted by the Commissioner 
in the final Regulations. The changes 
are uniformly advantageous from the stand- 
point of trust administration, investments, 
estate planning and tax administration, 
and represent a most commendable spirit 
of cooperation and understanding of trust 
problems on the part of the Treasury staff 
in Washington. 

It may indeed be important in the future 
to have the changes from the original pro- 
posed Regulations well in mind. Just as 
committee reports are important in inter- 
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Regulations for Estate Tax| 





preting changes in federal tax law, so the 
Commissioner’s attitude in phrasing the 
Regulations will be important in applying 
them to specific situations. The official 
point of view in many instances can be 
interpreted through comparison of the final 
Regulations of May 19 with the proposed 
Regulations of the previous November, with 
an understanding of the “data, views or 
arguments” which were filed and on which 
the changes were based. This article, there- 
fore, is written to acquaint others with the 
changes embodied in the final Regulations 
as recommended by the Philadelphia group. 


Recommendations to Commissioner 


(1) Our first consideration was given to 
the apparent disqualification of a trust for 
the marital deduction if the trustee had a 
power to retain unproductive property with- 
out legal liability to convert within a rea- 
sonable time and if no compensatory in- 
come was provided for the spouse prior to 
conversion. There was originally no refer- 
ence to the quantum of unproductive prop- 
erty which might disqualify the trust; 
and under a strict interpretation, one could 
be led to believe that no trust which was 
administered under the laws of Pennsyl- 
vania, and which might receive even the 
smallest item of unproductive property 
could qualify for the marital deduction 
where the trustee was given power to 
retain unproductive property. 


The Regulations have now been changed 
so that even a trust consisting substan- 
tially of unproductive property can qualify, 
even though the trustee has power to retain 
unproductive assets, provided that the ap- 
plicable rules for the administration of the 
trust require the trustee either to make the 
property productive or to convert it within 
a reasonable time, or provided that the 
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applicable rules require the trustee to use 
in the exercise of the power the degree of 
judgment and care which a prudent man 
would use if he was the owner of the 


trust assets. It is to be noted that the 
final Regulations are more favorable in 
the following respects, the first two having 
been among our suggestions: 


(a) Elimination of the specific require- 
ment for compensatory income for the 


spouse. 


By JOHN E. ‘WILLIAMS 


“a trust created under the decedent’s will.” 

(3) We asked for clarification of this 
clause: “Where the decedent provided that, 
following the death of his surviving spouse, 
a certain property interest was to go to 
her estate, or to her executors or admin- 
istrators . . ..” In the final Regulations 
the entire paragraph is reworded and en- 
larged, and nine helpful examples are given. 

(4) We suggested a more liberal inter- 
pretation of the requirement that the power 





The Bank and Trust Company Tax Association of Philadelphia submitted 
recommendations to the Commissioner upon the release of his suggested 
Regulations. The author, who is a trust tax officer of the Provident 


(b) The addition of the word “substan- 
tially” in referring to unproductive property. 

(c) The addition of the “prudent man” 
rule, 


(2) We commented on this paragraph 
in the proposed Regulations: 


“A trust created under the decedent’s 
will is not to be regarded as failing to satisfy 
conditions (1) and (2) merely because in- 
come payments to the surviving spouse are 
not to commence in advance of distribution 
of the trust property to the trustee by the 
executor, unless the executor is authorized 
or directed to delay distribution to the 
trustee beyond the period reasonably re- 
quired for administration of the estate.” , 

We called attention to the so-called 
“funnel” planning of estates, whereby the 
testamentary residuary estate is made pay- 
able to an already existing inter-vivos trust 
previously created by the decedent, so that 
the inter-vivos trust is in existence when 
the settlor dies and contains all the pro- 
visions necessary for administering his testa- 
mentary residuary estate as well as the 
assets already in the deed of trust. We 
requested that the phraseology of the para- 
graph in the proposed Regulations be 
modified so that there could be no question 
but that a deed of trust receiving assets 
directly from an executor could qualify. 


This modification ,.was made in the final 
draft of the Regulations by substitution 
of the words “a trust” for the more limited 
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of appointment in the surviving spouse be 
exercisable in all events, and we called 
attention to the wise provision, often used, 
that the power shall not be considered to 
be exercised unless specifically exercised in 
the donee’s will. We expressed the hope 
that the Regulations might state that the 
condition “in all events” would be satis- 
fied even though the power exercisable by 
will must be specifically exercised to be 
effective. 


The rewritten Regulations follow this 
line of thought. They now state that limi- 
tations of a formal nature on the power 
will not disqualify it, and that “examples 
of formal limitations on a power exercisable 
by will are that it must be exercised by a 
will executed by the surviving spouse after 
the decedent’s death or that exercise must 
be by specific reference to the power.” 


(5) For the section dealing with permis- 
sive administrative provisions as to the 
allocation of income and expense between 
principal and income in a marital deduction 
trust, we asked for specific reference to 
trustees’ compensation. The final Regu- 
lations provide that trustees’ commissions 
and other charges may be deductible from 
income if the spouse still has the requisite 
substantial enjoyment of the fund. 


(6) Pointing out that in Pennsylvania 
the spouse’s right to take a _ statutory 
interest in lieu of dower or courtesy lapses 
merely one year from the testator’s death 
(unless the period for the exercise of the 
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right is extended by the Orphans’ Court), 
we suggested that the clause “where the 
surviving spouse is obliged to elect” be 
changed to “where the surviving spouse 
may elect.” The Regulations now use the 
suggested clause. 


An additional point was stressed by one 
of the Philadelphia law firms which filed 
views and arguments with the Commis- 
sioner. This had to do with the dis- 
qualification for the marital deduction of 
an interest in a property which passed to 
a surviving spouse “subject to an agree- 
ment by such spouse to dispose of such 
interest in favor of a third person.” <A 
number of us felt that estate tax agents 
might be overzealous in trying to find 
evidence of some such agreement, even 
though it might be informal and unen- 
forceable. The final Regulations now deny 
the marital deduction if the property in- 
terest passing to the wife is “subject to a 
binding agreement.” (Italics supplied.) The 
word binding was added in the final Regu- 
lations, both in the second paragraph of Sec- 
tion 81.47 a (b) (2) and in the fourth-from- 
the-last paragraph of Section 81.47 a (c). 


Additional Changes 


The final draft of the Regulations makes 
several additional changes, of which the 
more important ones for trust men are these: 


(1) The decedent’s will may supply a 
presumption as to order of death in case of 
common disaster. 


(2) When the husband devises property 
to A for life with the remainder absolutely 
to his wife or her estate, the remainder 
interest qualifies for the marital deduction. 

(3) The spouse’s power of consumption 
or appointment need not be exercisable 
until the decedent’s death. (Apparently this 
refers to an inter-vivos trust.) The first 
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draft of the Regulations indicated that the 
spouse must have the power “at any time 
during life.” 

(4) In a will contest, a property interest 
acquired by the surviving spouse through 
assignment or surrender by other bene- 
ficiaries will not qualify unless the “assign- 
ment or surrender was pursuant to a deci- 
sion of a local court upon the merits in an 
adversary proceeding following a genuine 
and active contest.” 


(5) If the husband devises real estate to 
his wife for life, with a general power of 
appointment by will, the devise does not 
qualify for the marital deduction unless the 
wife takes as absolute owner, or unless she 
takes as trustee of a trust meeting the 
requirements of the marital deduction. (The 
italicized condition is new.) 


Most Significant Trust Changes 


Finally, in brief review, the most impor- 
tant trust changes in the final draft of the 
Regulations appear to be these: 


(1) There is a more satisfactory approach 
as to unproductive property in a trust. 
The “prudent man” rule is provided for 
retention of unproductive property. 


(2) Sanction is given to the “funnel 
plan,” the passing of assets from the executor 
to the deed of trust. 


(3) Sanction is given to the requirement 
that the surviving spouse specifically exercise 
the power of appointment. 

(4) The word “binding” is inserted in | 
disapproving an agreement with the survivor 
to will or dispose of an interest in property. 


(5) Trustees’ commissions may be charged 
against income in the marital deduction 
trust if the spouse still has requisite sub- 
stantial enjoyment of the fund. [The End] 
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THE PRESUMPTIONS 
OF SECTION 127 


By PAUL SIMON 


THE WAR LOSS PROVISIONS WERE INTRODUCED INTO THE 
TAX LAW IN FAVOR OF THE TAXPAYER AND NOT AS A LIMI- 
TATION ON THE TAKING OF DEDUCTIONS UNDER SECTION 23 


| 8 to the present date, comparatively 
few decisions which deal with war 
losses have been promulgated. All of these 
refer to cases in which a taxpayer claimed a 
deduction for war losses based on Section 127 
of the Code, and contended that he had lost 
property located in enemy or enemy-occu- 
pied territory which was either actually de- 
stroyed or seized or “deemed” to have been 
destroyed or seized in the course of military 
or naval operations within the meaning of 
Section 127. To the extent the presumptions 
of Section 127 concerning such destruction 
or seizure were under consideration, the 
question decided upon was whether or not 
the taxpayer could avail himself of those 
presumptions in order to claim a deduction 
under Section 127. When the decisions de- 
nied that deduction, it was chiefly for the 
lack of evidence that on the determining 


date the taxpayer had owned the property. 

However, there seem to be no decisions 
interpreting the meaning and limits of the 
presumptions established by Section 127, 
under which property located in enemy 
countries or in countries which came under 
the control of an enemy country during the 
war is to be “deemed” to have been de- 
stroyed or seized in the course of military 
or naval operations on the specific dates 
determined in Section 127. 


The question of the meaning and limits of 
those presumptions now arises when the 
taxpayer is able to prove that his property 
was neither destroyed nor seized in the 
course of military or naval operations, but 


lost before or after the end of hostilities for 
any other cause not connected with the war, 
and therefore deducts his loss from the in- 
come of the year when the loss occurred, 
rather than the year 1941 or 1942, for which, 
under Section 127, the loss would have been 
deductible as a war loss. If the presumption 
of Section 127 is irrebuttable by the tax- 
payer, all properties located in enemy or 
enemy-controlled countries and lost during 
the period covered by Section 127 are 
deemed to have been destroyed or seized by 
military or naval operations, regardless of 
whether or not such destruction or seizure 
actually occurred. Under such an inter- 
pretation, the taxpayer would not be allowed 
to take a deduction based on the general 
provisions of Section 23 for the year in 
which the loss actually occurred. He would 
be limited to the deduction for war losses 
under Section 127 for the years determined 
by that section, i.e., practically, for the year 
1941 or 1942 . If the presumptions of Section 
127 are subject to rebuttal by the taxpayer, the 
loss would be deductible under the general 
provisions of the Code and for the year the 
loss was sustained. 


The Commissioner appears to take the 
view that the presumptions of Section 127 
are irrebuttable, and hence that the taxpayer 
may avail himself of only the deduction for 
war losses under Section 127 with its limi- 
tations, in particular as to the time of 
deductibility. 


In the following, an attempt to interpret 
Section 127 correctly will be made. 


© 
Mr. Simon, a New York City certified public accountant, is a lecturer in 
federal taxation at Rutgers University 
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Types of War Losses 


Section 127 clearly distinguishes between 
two groups of war losses: namely, war 
losses as to property located neither in 
enemy countries nor in an area which was 
or came under the control of a country at 
war with the United States, on the one 
hand; and war losses as to property situated 
either in an enemy country or in an enemy- 
controlled area, on the other hand. 


A war loss on property of the first group 
requires the proof that the property was 
actually destroyed or seized on or after De- 
cember 7, 1941, in the course of military or 
naval operations, if such property was lo- 
cated neither in an enemy country nor in 
an enemy-controlled area. No presumption 
of such destruction or seizure is established 
by the law, but there is a presumption as to 
the date when the loss was sustained. Sec- 
tion 127 (a) (1) provides that property the 
actual destruction or seizure of which has 
been proved “shall be deemed to have been 
destroyed or seized on a date chosen by the 
taxpayer” and falling between the latest date it 
may be considered as not having been de- 
stroyed or seized and the earliest date it may be 
considered as having already been destroyed or 
seized. The illustration of such a war loss 
given in Regulations 111, Section 29.127 (a)-2, 
is the destruction of property by a bombing 
raid on London in a case in which the taxpayer 
is “not able to ascertain the exact date on 
which the destruction (or seizure) of his prop- 
erty occurred. ... For example, the taxpayer’s 
property was destroyed during a bombard- 
ment of a certain area which lasted several 
days. The taxpayer is only able to ascertain 
that the property was undestroyed before 
the ‘bombardment, and was already destroyed, 
when the bombardment ended.” Thus, if 
the bombardment in the course of which 
the destruction occurred lasted from De- 
cember 31, 1942, to January 1, 1943, the 
taxpayer has the choice of deducting this 
war loss either from his 1942 income or 
from his 1943 income. , ‘ 


Actual Date of Loss 


In this connection the question of whether 
or not the presumption of the date of de- 
struction is irrebuttable by the taxpayer 
cannot arise, for the reason that when the 
exact date of the destruction or seizure is 
known, the presumption of the date as pro- 
vided by Section 127 (a) (1) results in that 
exact date. Regulations 111, Section 29.127 
(a)-2, correctly state that if the exact date 
of the destruction or seizure can be ascer- 
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tained, the latest date on which the property 
may be considered as not having been de- 
stroyed or seized refers to the day before 
the actual date, and the earliest date on 
which the property may be considered as 
having already been destroyed or seized 
refers to the day after the actual date. 
Hence, the only date the taxpayer may 
choose under Section 127 (a) (1) is the day 
on which the property was actually destroyed 
or seized. 


Thus, it appears, the significance of the 
presumption of the date under Section 
127 (a) (1) is to protect the taxpayer from 
losing the deduction for his war loss be- 
cause he is unable to ascertain its exact date, 
provided he can prove that (a) his property 
was actually destroyed or seized, (b) it 
was not destroyed or seized at a certain 
date and (c) it was destroyed or seized at 
a certain date thereafter. This presumption, 
undoubtedly, is one exclusively in favor of 
the taxpayer, who may choose any date be- 
tween those mentioned under (b) and (c). 


Date of War Declaration 


The second group of war losses refers to 
property located within any country at war 
with the United States, or within an area 
which was under the control of such enemy 
country on the date war with the latter was 
declared by the United States (Section 
127 (a) (2)) or which came under the con- 
trol of such enemy country after that date 
(Section 127 (a) (1), second paragraph). 


In all those cases the law provides that 
such property “shall be deemed to have been 
destroyed or seized in the course of military 
or naval operations” by the enemy country 
in which the property was located or which 
controlled the area of its location, and the 
destruction or seizure is deemed to have 
occurred on dates specified by the Code and 
Regulations. That date is the day war with 
the enemy country was declared by the 
United States if the property was within the 
enemy country or an area already controlled 
by the enemy at the date of the declaration 
of war. (Section 127 (a) (2).) If the prop- 
erty was located in an area which came 
under the control of the enemy only after 
the declaration of war with the enemy 
country involved, the presumption of the 
date provided in Section 127 (a) (1) for 
property actually destroyed or seized in a 
nonenemy country applies, with the qualifica- 
tion that the date which may be chosen by the 
taxpayer must fall between the latest date 
on which the area was under the control 
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of a nonenemy country and the earliest date 
on which the area was to be considered 
under the control of the enemy country 
(both dates being determined by the Com- 
missioner). 


Thus, the period within which the taxpayer 
could make his choice of date runs from 
the latest date the property could be proved 
not to have been destroyed or seized, or the 
latest date the area of location was not 
under enemy control, to the earliest date 
the property could be considered as having 
already been destroyed or seized, or the 
earliest date the area of location was under 
enemy control, whichever of the alternative 
dates was earlier. (Regulations 111, Sec- 
tion 29.127 (a)-2 (b).) 


As can be seen, for this second group of 
war losses on property located within an 
enemy country or an enemy-controlled area, 
a twofold presumption was established by 
the law—one as to the destruction or seizure 
of the property and the other as to the date. 


Since, as was shown above for the first 
group of war losses on property located in 
a nonenemy country or in an area not con- 
trolled by an enemy country, no presump- 
tion of destruction or seizure is provided by 
the law and the presumption of the date 
coincides with the actual date of the loss if 
it can be proved, the interpretation of the 
presumptions and their meaning and scope— 
in particular the question of their rebuttal 
by the taxpayer—is significant in connection 
with the second group of war losses only. 


Presumptions Illustrated 


This significance may be illustrated by 
the following assumed facts, which are also 
assumed to be evidenced in full. 


The taxpayer owned an apartment house 
in a small town in France which was never 
touched by any military or naval operation. 
No destruction or seizure of his building 
occurred. The town, however, was situ- 
ated in that part of France which was con- 
trolled by Germany from June, 1940, until 
the liberation at the end of 1944. On Au- 
gust 15, 1944, when the town was still 
controlled by the enemy, the building was de- 
stroyed by a fire resulting from a defective 
kerosene stove. What kind of loss was sus- 
tained, and for which year may the taxpayer 
take a deduction from income? 


If the presumptions of Code Section 127 
are considered irrebuttable by the taxpayer, 
the building must be deemed to have been 
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seized or destroyed in the course of military 
or naval operations by Germany on Decem- 
ber 11, 1941, the date war with Germany 
was declared by the United States. As a 
consequence, deduction of the fire loss would 
be allowed for the year 1941 only, even though 
the building was never destroyed or seized 
in the course of military or naval operations. 
and was entirely undamaged for nearly three 
more years. If it be assumed that the building 
was leased to a lessee living in the United 
States who had to pay the rent in the United 
States in American currency, the taxpayer 
would have received and reported taxable 
income from the building for nearly three 
years after the building was treated, for tax 
purposes, as destroyed or seized and lost. 


If the presumptions of Section 127 are 
rebuttable ones, the taxpayer had a deduc- 
tion from his 1944 income under Section 


23 (e) (3), ie., a deduction for a loss from 
casualty. 


Or the evidenced facts might be as fol- 
lows: The taxpayer owned an apartment 
house in a town of Western Germany which 
was never bombed or otherwise affected by 
military or naval operations. No destruction 
or seizure occurred up to the date the 
United States Army occupied the part of 
Western Germany in which the town was 
located, and none occurred after the occu- 
pation until October, 1945, when the build- 
ing was destroyed by an ordinary fire caused 
by the negligence of one of its occupants. 
Under the presumptions of Section 127 (a) (2), 
if they are irrebuttable by the taxpayer, the 
apartment house would have to be deemed 
destroyed or seized in the course of military 
and naval operations on December 11, 1941, 
notwithstanding the fact that hostilities had 
ceased several months before the fire, since 
a state of war still existed with Germany 
then and the property therefore was located 
in a country at war with the United States. 
Hence, the taxpayer would be allowed the 
deduction of a war loss for the year 1941, 
rather than a deduction of a casualty loss 
for the year 1945. 


In addition to the cases in which the ap- 
plication of the presumptions both of the 
destruction or seizure and of their date is 
involved, a third assumption of facts, which 
refers to the presumption of date only, 
may be shown. The taxpayer’s apartment 
house was located in a German town which 
was bombed only once during the entire 
war, on February 27, 1945, and fell a victim 
to this single bombardment, lasting not 
longer than twenty minutes. Hence, the 
evidence that the actual destruction occurred 
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on February 27, 1945, can be presented be- 
yond doubt. Will the taxpayer be limited 
to the deduction of a war loss for the 
year 1941 because under the presumption of 
Section 127 (a) (2) the destruction is—irre- 
buttably—deemed to have occurred on De- 
cember 11, 1941, when the United States 
declared war with Germany? Or will the 
taxpayer be allowed to take the deduction 
for his war loss for the year 1945, in which 
the destruction can be proved actually to 
have taken place? 


Rebuttable Presumptions 


The consequences of affirming the pre- 
sumptions of Section 127 as irrebuttable by 
the taxpayer, as shown by the above illus- 
trations, appear to be unacceptable; there- 
fore, the presumptions must be considered 
subject to rebuttal by the taxpayer. 


That this is correct, will be confirmed by 
the following reasons. 


In the first place, the provision of Sec- 
tion 127 dealing with war losses was in- 
troduced into the tax law in favor of the 
taxpayer exclusively. The purpose was not to 
limit the taxpayer in taking deductions 
which were allowed under the general pro- 
visions of Code Section 23. 


Senate Report No. 1631, October 3, 1942, 
on Section 158 of the Revenue Act of 1942, 
by which Code Section 127 became effective, 
reads as follows (italics supplied): 


“This section provides practical 
rules for the treatment of property destroyed 
or seized in the course of military or naval 
operations during the war and of property 
located in enemy countries or in areas which 
came under the control of the enemy. Two 
problems are likely to face the taxpayer: 
One is the determination of when the actual 
destruction or seizure occurred in cases in 
which the hostilities in the area prevent the 
determination of the exact date of the de- 
struction or seizure, and the other is what 
facts determine the loss in case the property 
is in an enemy area... . 


Under present conditions, it is 
frequently impossible to determine, when, 
if at all, the enemy country has formally 
seized the property located in an area under 
its control. Furthermore, enemy countries 
today exercise such corttrol over the prop- 
erty of their enemies within their territory, 
that the loss of such property is, in fact, 
sustained, whether or not the country under- 
takes the formality of issuing a sequestra- 
tion decree or making an actual seizure. It 
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is a matter of conjecture as to what condi- 
tion the property will be at the termination 
of the war. Accordingly, such property is 
treated as lost upon the date war is declared 
and, in view of the nature of this loss, it is 
treated in the same manner as other casualty 
losses, that is, as a loss from the destruction 
or seizure of the property. . . 


“ 


In any case in which the taxpayer 
does not know the exact date on which the 
property was actually destroyed, it may 
claim the loss on any date between the last 
date on which it is determined that the 
property was undestroyed, and the earliest 
date on which it is determined that the 
property was already destroyed.” 


Legislative Purpose 


It was the Senate Finance Committee 
which added Section 158 (later Section 127 
of the Code) to the 1942 House bill, in which 
there was no corresponding provision. Hence, 
the Senate report is the source to turn to in 
seeking the legislative purpose of Section 127. 
This purpose was to allow the taxpayer a 
deduction for war losses which he would 
not have been permitted to take under gen- 
eral provisions—in particular, under Sec- 
tion 23—for the reason that in most cases 
he would not have been able to meet the 
burden of proof required by the general 
provisions—to present full evidence of the 
actual destruction and formal seizure, their 
exact date, the extent of the loss sustained 
and the nonrecovery of the loss at the end 
of the war. Thus, without the provision of . 
Section 127, the taxpayer in many cases 
would not have been allowed any deduction 
for war losses in any year since he would 
not have been in a position to furnish such 
proof as regularly required under general 
provisions—not even after the end of the 
war, when possibly a deduction was out- 
lawed by the statute of limitations. To 
prevent the taxpayer’s losing the deduction 
for war losses on account of the difficulty 
or impossibility of evidence, the law was 
amended by Section 127, which accepted, | 
in particular, the doctrine of U. S. v. White 
Dental Manufacturing Company [1  ustc 
{ 235], 274 U. S. 398. Under this doctrine 
the taxpayer may claim a loss without re- 
gard to a possible recoupment, i.e., without 
evidencing the loss by a closed and com- 
pleted transaction and determining the 
amount of the loss. (Code Section 127 (b) 
(1); Regulations 111, Section 29.127 (b)-1.) 


Thus, it is fair to say that the legislative 
purpose of Section 127 was exclusively in 
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favor of the taxpayer, who should be per- 
mitted to take a deduction for war losses 
and to avail himself of the presumptions of 
Section 127 in his favor when he is not able 
to base a deduction upon the general provi- 
sions of Section 23. The real significance of 
Section 127, therefore, is that it grants the 
taxpayer a deduction additional to those al- 
lowed by Section 23. However, it does not 
deny the deductions under Section 23 to a 
taxpayer who was or is in a position to 
present the evidence required by Section 23. 
Thus, if a taxpayer can prove that he sus- 
tained a loss which is deductible under Sec- 
tion 23, he may have deducted it in the year 
the loss was sustained, even though the 
property was located in an enemy or enemy- 
controlled country, and he may also have 
deducted a war loss as a casualty loss under 
Section 23 (e) (3).in the year it was sus- 
tained, provided that he can prove the casualty, 
its exact date, the extent of damage, the 
amount of loss by a closed and completed 
transaction, etc., in spite of the aforesaid 
location. 


Tax Court Cases 


That the provision of Section 127 was 
intended to work in favor of the taxpayer 
has been confirmed by the Tax Court in 
Ernest Adler [CCH Dec. 15,696], 8 TC 726 
(“Section 127 goes a long way towards re- 
lieving the taxpayer of troublesome proof 
problems”) and Benjamin Abraham [CCH 
Dee. ¥5:976}, 9 TC 222. . the statute 
created a conclusive presumption for the 
benefit of the taxpayer; who had no way of 
determining the existence or condition of 
his property in an enemy-occupied country”). 
Even the wording of the Regulations can be 
quoted in confirmation of this legislative 
purpose. Regulations 111, Section 29.127 
(a)-1, after describing war losses and stat- 
ing that the war loss of property rights is 
deemed to be sustained by reason of a casu- 
alty, adds the following sentence: “The 
casualty is the destruction or seizure, which- 
ever event the taxpayer claims occurred.” 
(Italics supplied.) This means that the tax- 
payer, even though he cannot prove that de- 
struction or seizure actually occurred, may 
claim either event, and avail himself of the pre- 
sumptions of Section 127 in lieu of the 
proper evidence. 


Nothing in the Code or Regulations‘ indi- 
cates that the taxpayer is compelled to claim 
a war loss under Section 127 and is denied 





1 Italics supplied. As to the conclusive nature 
of the presumption, see below. 
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a deduction under Section 23 if property 
located in enemy or enemy-occupied country 
has been lost although he is able to meet 
all legal and factual requirements of such 
deduction. If it were true that Section 127 
is of such an exclusive nature as to limit the 
taxpayer to a deduction under its provision 
because the presumptions of Section 127 are 
to be considered irrebuttable by the tax- 
payer, such legislative intent would neces- 
sarily have been expressed explicitly and 
plainly in the law. Without a special pro- 
vision disallowing a deduction under Sec- 
tion 23 within the scope of Section 127, the 
exclusive nature of the provisions of Sec- 
tion 127 cannot be assumed. The presump- 
tions of Section 127 may be considered con- 
clusive for the benefit of the taxpayer who 
claims a deduction under Section 127 and 
meets its requirement.” That is, if a tax- 
payer proves that on the date war was de- 
clared by the United States he owned 
property in an enemy country and such 
property was still existent and not destroyed 
or seized at that time, he is entitled to claim 
a war loss deduction for the year of the 
declaration of war, based on the presump- 
tion that the property is deemed to have 
been destroyed or seized on that date. This 
presumption is conclusive for the benefit of 
the taxpayer. As a consequence, the Com- 
missioner will not be admitted to furnish 
the evidence that the property was actually 
never destroyed or seized, or was destroyed 
or seized in a later year of the war, and will 
not be entitled to disallow the war loss 
deduction on the pbasis of such evidence. 
Without such conclusiveness of the pre- 
sumptions for the benefit of the taxpayer, 
Section 127 would be meaningless. 


Conclusiveness Against Taxpayer 


However, the conclusiveness for the benefit 
of the taxpayer does not lead to conclusive- 
ness against him. We find no authority for 
the latter in any provision of the law. Lack- 
ing this authority, such conclusiveness 
against the taxpayer is without foundation. 
It would be contrary to the basic legislative 
intent of Section 127, which definitely was 
to favor the taxpayer, to “relieve him of 
troublesome proof problems” and to work 
exclusively for his benefit by allowing him 
a deduction for war losses under conditions 
which would not have permitted him to take 
a deduction under Section 23. Hence, there 
is no justification for assuming any limita- 





? This appears to be the meaning of the Tax 
Court’s statement in Benjamin Abraham, supra. 
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tion as to the deductions under Section 23 
resulting from the enactment of Section 127. 


It would also be wrong to argue that 
where there is conclusiveness for the benefit 
of the taxpayer, there must be also con- 
clusiveness against him. Such a principle 
does not exist. Its application would, at 
any rate, require a clear and distinct provi- 
sion of the law, which is missing altogether. 


Not even any convincing reason for as- 
suming the presumptions of Section 127 to 
be conclusive against and irrebuttable by 
the taxpayer could be presented. Why, in 
the above illustrations, should the taxpayer 
be compelled to treat a fire loss, which oc- 
curred in 1944 or 1945, without any connec- 
tion with the war events, and which was 
not a war loss, as a war loss sustained in 
1941? Even where only the presumption 
of the date of the war loss is involved, why 
should the taxpayer not take the deduction 
for the war loss in the year in which the 
loss was sustained by actual destruction in 
the course of military or naval operations, 
if he is able to furnish clear evidence of 
the exact date? There is not even the 
argument that the taxpayer, in this way, 
could arbitrarily shift his deduction to the 
taxable year which would give him the 
highest amount of tax saving. The taxpayer 
would have only the choice of taking the 
deduction under Section 127 for the year 
determined therein as the year of the pre- 
sumed loss, and thus avoiding the “proof 
problems” otherwise existent, or taking the 
deduction under Section 23 for the year of 
the actual loss, and then facing the burden 
of proof and other requirements which must 
be met if this deduction is to be allowed. 
He. certainly has this choice between two 
deductions, as in other cases. He may claim 
the deduction under Section 127, based on 
presumptions conclusive for his benefit, but 
he need not claim it. The old legal prin- 
ciple of the Romans applies here too: 
Beneficia non obtruduntur. 


Under Regulations 11, Section 29.127 (a)-1, 
property which is to be treated as resulting 
in a war loss “must be in existence on the 
date prescribed in section 127 (a) (2) as 
the date it is deemed destroyed or seized 
or at the beginning of the period prescribed 
in section 127 (a) (1). or (a) (3), within 
which period the property is deemed destroyed 
or seized, and for the taxpayer to claim a loss 
with respect to such property he must own such 
property or an interest therein at such time. 
If, before such time, the property was de- 
stroyed or confiscated, section 127 is not 
applicable with respect to such property.” 
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For this reason, a taxpayer who claims a 
deduction under Code Section 127 must 
prove that he owned the property under 
consideration at the determined date, and 
that it was then neither destroyed nor 
seized. For the lack of that proof, deduc- 
tions under Section 127 have been disallowed. 
(Benjamin Abraham, supra; Eric H. Heckett 
[CCH Dec. 15,725], 8 TC 741; Ernest Adler, 
supra; and other Tax Court decisions.) 


Houdry Case 


In this connection the question arose as 
to whether or not a taxpayer who could 
not furnish evidence that his property lo- 
cated in an enemy-controlled area was not 
confiscated or destroyed before war with 
the enemy was declared by the United States, 
and who therefore was not allowed the 
deduction for war losses under Section 127, 
could take a deduction under the general 
provisions of Section 23. This question was 
answered in the affirmative by the Tax 
Court in Eugene Houdry [CCH Dec. 15,356], 
7 TC 666. The court held: 


“There was no intention to have the 
legislation [Section 127] apply to losses 
occurring prior to December 7, 1941. So 
approached, the presumption of destruction 
on the date of American entry into the war 
is not irrebuttable, nor, in fact, applicable, 
if the facts show that the property had been 
destroyed or seized, even by a subsequent 
enemy, prior thereto. But that would merely 
mean that Congress intended no reference, 
affirmative or negative, to other losses. It 
may not be taken to show that a loss not 
covered by the section has, if otherwise 
deductible, been forbidden. Stated differ- 
ently, the very scope attributed by the 
respondent to the war loss treatment nega- 
tives any assumption that it was intended 
to be exclusive, or to apply as a bar to 
circumstances not embraced within its terms. 
And nothing in the remaining provisions or 
the legislative history indicates otherwise.” 


The loss, therefore, was allowed under . 
general principles, with reference in particu- 
lar to U. S. v. White Dental Manufacturing 
Company, supra, without regard to a possible 
recovery of the loss at the end of the war. 


Conclusions 


It is true that the Houdry case does not 
directly concern the. facts here under con- 
sideration, which refer to property lost after 
the United States entered the war. The 
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decision in the Houdry case dealt with prop- 
erty confiscated or destroyed before that 
date. However, the statement of the Tax 
Court quoted above establishes the follow- 
ing principles, which have a decisive bearing 
also upon losses sustained after the date 
upon which war was declared by the United 
States: 


(1) Congress, by enacting the provision 
of Section 127, intended no reference, affirm- 
ative or negative, to other losses. 


(2) A loss not covered by Section 127, 


if otherwise deductible, has not been for- 
bidden. 


(3) Nothing in Section 127 or in its legis- 
lative history indicates that the war loss 
treatment by Section 127 was intended to 
be exclusive or to apply as a bar to circum- 
stances not embraced within its terms. 


(4) The presumption of destruction or 
seizure on the dates-determined in Sec- 
tion 127 is rebuttable by the taxpayer. 


The Tax Court in the Houdry decision 
did not restrict the application of those prin- 
ciples to losses which occurred before the 
entry of the United States into the war. 
In fact, there is no reason for making a 
distinction between losses sustained before 
and those sustained after that date. If the 
exclusive nature of Section 127 cannot be 
assumed, the reason is that Section 127 
provided a deduction additional to the de- 
ductions under general provisions but not 
replacing them. This, of course, applies to 
losses which occurred before as well as after 
the entry of the United States into the war. 
No satisfactory explanation could be given 
as to why a taxpayer owning a building in 
Germany could deduct a loss from its de- 
struction by a fire which occurred in 1940, 
on the basis of the actual date, but should 
be compelled to deduct that loss from his 
1941 income if the fire happened to destroy his 
property on any date after December 11, 1941. 


Thus, the Houdry decision fully confirms 
the theory presented herewith that the pre- 
sumptions of Section 127 are not conclusive 
against the taxpayer, but may be rebutted 
by him. 


(5) The final conclusion to be drawn is 
that Section 127 did not affect deductions 
allowed by general provisions, in particular 
those allowed by Section 23. A taxpayer 
who is in a position to meet the require- 
ments of the tax law and to furnish the nec- 
essary evidence may take the deduction for 
the year in which the loss occurred, regard- 
less of whether the property was located in 
enemy or enemy-occupied country or the 
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loss was sustained after the entry of the 
United States into the war. He is not barred 
by Section 127. This refers not only to 
casualty losses under Section 23 (e) (3) but 
also to property losses under Sections 23 (e) 
(1) and 23 (e) (2) and to losses from bad 
debts under Section 23 (k). [The End] 


ADDENDUM 


After this had been submitted to TAxES— 
The Tax Magazine for printing, the Tax 
Court, on May 31, 1949, rendered its first deci- 
sion on the subject in the case of Abraham 
Albert Andriesse [CCH Dec. 16,996], 12 TC 
—, No. 120. The court held that Code Sec- 
tion 127 is an exclusive provision, and conse- 
quently that a casualty loss due to wartime 
seizure of property is not deductible in a 
year subsequent to the declaration of war 
against Germany under Section 23 (e). The 
Opinion is based upon two reasons: 


(1) The presumption in Section 127 (a) 
(2) is considered conclusive, with the conse- 
quence that “it negatives any purpose on 
the part of Congress to permit the taxpayer 
an election to claim a loss . . . under 
section 127 in 1941 or under section 23 (e) 
(3) in later years when actual destruction 
or seizure occurs.” 


(2) Section 127, dealing with particular 
or specific losses, qualifies as a particular 
enactment (lex specialis) which takes prece- 
dence over the general enactment (lex gen- 
eralis) of Section 23 (e). 


Neither argumentation appears convincing. 


The court, to prove the conclusiveness of 
the presumptions of Section 127, refers to 
the wording of that provision which uses the 
word “deemed,” whereas, in the opinion of 
the court, a rebuttable presumption would 
have shown the use of the word “pre- 
sumed.” In addition thereto, reference is 
made to the decisions David Schnur [CCH 
Dec. 16,239], 10 TC 208, Benjamin Abraham, 
supra, and Eric H. Heckett, supra—in all of 
which cases the deduction under Section 127 
was allowed for the year 1941, the year war 
was declared against Germany by the 
United States, although the property under 
consideration was evidenced to have been 
in existence subsequent to that year. 


However, the author has tried to prove 
that the presumptions of Section 127 are 
conclusive in favor of the taxpayer only and 
not against him. It was the Congressional 
purpose to allow the taxpayer a deduction 
for war losses in addition to the general 
deduction of Section 23 (e) where the tax- 
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payer was not in a position to meet the 
facts and evidence required under that gen- 
eral provision, but it was not the intention 
of the lawmakers to limit the taxpayer in 
the use of the general deductions allowed 
by Section 23. Under this aspect, the pre- 
sumptions of Section 127 are conclusive to 
the extent they form the foundation of that 
additional deduction of Section 127; but 
they are rebuttable, inasmuch as the tax- 
payer does not avail himself of the deduction 
of Section 127 and meets the requirements 
of Section 23 (e). 


If this is the correct interpretation of Sec- 
tion 127, it fully explains the use of the 
word “deemed” in the law rather than the 
use of “presumed,” and also is in agreement 
with the decisions cited in the opinion of 
the Andriesse case, for in those decisions the 
taxpayers took the deduction under Sec- 
tion 127, based on the presumptions of this 
provision, which were conclusive in the tax- 
payers’ favor and could not be rebutted by 
the Commissioner. 


Thus, both reasons on which the Tax 
Court in the Andriesse case based the con- 
clusiveness of the presumptions of Section 
127 against the taxpayer appear to uphold 
the conclusiveness in his favor only. There 
is not only no cogent reason to consider the 
presumptions of Section 127 as conclusive 
both ways, but such extended conclusiveness 
would be contradictory to the very purpose 
of the provision—the intention of Congress 
as stated in the Senate Report No. 1631, the 
essence of which has been quoted. 


That this intention was “to permit the 
taxpayer an election to claim a loss 
under section 127 or under section 23 (e) 
(3)” appears to be affirmed by the Tax 
Court when the opinion states that the con- 
clusive presumption in Section 127 (a) (2) 
negatives any purpose on the part of Con- 
gress to permit the taxpayer such election. 
As a matter of fact, however, the conclu- 
siveness of the presumptions of Section 127, 
if correctly interpreted and limited to con- 
clusiveness in favor of the taxpayer, does 
not negative the Congressional purpose but, 
on the contrary, is in full agreement with it. 
On the other hand, the interpretation of 
any provision of the law has its foremost 
source in the lawmakers’ intention. The 
latter can be disregarded only where the 
clear wording and meaning of the law is 
incompatible with the legislative motives. 
Such incompatibility, however, does not 
exist in the case under consideration, if the 
conclusiveness of the presumptions of Sec- 
tion 127 is considered to mean conclusive- 
ness for the taxpayer. The interpretation 
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of the presumptions, based on the intention 
of Congress, leads to limiting their conclu- 
Siveness as being in favor of the taxpayer 
only. Thus, the conclusiveness, far from 
negativing the Congressional purpose, grants 
the taxpayer the right of election between 
the deductions under Section 127 and those 
under Section 23 (e). 


The second point of argumentation pre- 
sented in the Andriesse decision emphasizes 
that Section 127 constitutes the particular 
enactment, which necessarily takes prece- 
dence over the general enactment, as Section 
23 (e) has been classified by the court. 


The principle under which the general en- 
actment is not applicable, where a particular 
enactment is operative, is, of course, well 
established. However, the question arises 
as to whether the relationship of Section 127 
and Section 23 (e) is that of particular and 
general enactment. Under the definition 
cited in the Andriesse opinion, the general 
enactment, in its most comprehensive sense, 
must include what is embraced in the par- 
ticular enactment. However, Section 23 
does not meet this requirement, inasmuch 
as Section 127 is concerned. Section 23 (e) 
requires an actual loss, which must qualify 
as a completed transaction in the year for 
which the deduction is taken. The taxpayer 
must prove that actual loss if his deduction 
is to be allowed. Under Section 127 the 
taxpayer’s burden of proof is limited to 
the evidence that at the dates on which the 
seizure or destruction in the course of mili- 
tary or naval operations is deemed to have 
occurred the property was in existence. It 
does not matter that the property was lost 
in a later year (David Schnur, supra, 
Benjamin Abrgham, supra, and Eric H. 
Heckett, supra, cited in the Andriesse opinion), 
or even that it was never lost.* The deduc- 
tion of Section 127 does not require an 
actual loss as a completed transaction. 
This being the very nature of the Sec- 
tion 127 deduction, it is obvious that 
Section 23, even in its most comprehensive 
sense, does not include what is embraced 
in Section 127. Once more it becomes clear 
that Section 127 allows a deduction of a 
special kind, additional to and essentially 
different from that of Section 23. Thus, 
it cannot be upheld that Section 23 is the 
general enactment and Section 127 the par- 
ticular one. 


The situation prevailing with regard to 
Section 23 and Section 127 is clearly dis- 


(Continued on page 842) 


* Such a case may result in income from re- 
covery in a later year. Section 127 (c). 
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RECAPITALIZATION REVIEW 


By JOSEPH M. JONES 


THE REASON FOR THE INTRODUCTION OF SECTION 115(g) INTO 


THE REVENUE LAWS CAN BE TRACED TO EISNER v. MACOMBER 


so ig atte 112 (b) (3) of the Internal 
Revenue Code provides that no gain 
or loss shall be recognized if stock or 
securities are exchanged for stock or securi- 
ties pursuant to “a plan of reorganization.” 
Section 112 (g) (1) (E) then provides that 
the term “reorganization” includes a “re- 
capitalization.” 


Since there is nothing to the contrary 
in the committee reports, it must be assumed 
that Congress used the term “recapitaliza- 
tion” in its ordinary meaning. Accordingly, 
a recapitalization may be defined as the 
“reshuffling of a capital structure within 
the framework of an existing corporation.” 
(Helvering v. Southwest Consolidated Cor- 
poration [42-1 ustc J 9248], 315 U. S. 194.) 
To be more precise, a_ recapitalization 
“signifies an arrangement whereby the stock 
and bonds of the corporation are readjusted 
as to amount, income, or priority.” (S. M. 
3710, IV-1 CB 4, 5.) 

The courts have been unanimous in ruling 
that long-term bonds are “securities” in 
determining the applicability of the “re- 
capitalization” provision of the ‘statute. 
In the business world such bonds are gen- 
erally regarded as _ securities, and very 
definitely form part of the “capital struc- 
ture.” (See Commissioner v. Neustadt Trust 


[42-2 ustc J 9751], 131 F. (2d) 528 (CCA-2).) 


The Board of Tax Appeals, more recently 
the Tax Court, has ruled in a long line of 
cases that an exchange of long-term bonds 
for outstanding preferred stock is a non- 
taxable “recapitalization,” provided there 
is a sufficient business purpose. In the 
first case to be discussed, L. & E. Stirn, 
Inc. [CCH Dec. 10,566], 39 BTA 143, it 


- was the Commissioner who took this posi- 


tion. In 1931, seven per cent preferred 
stock, held by the taxpayer’s predecessor 
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at a cost of $327,319.69, had been exchanged 
for six per cent debenture bonds of a face 
and market value of $463,600. When these 
bonds were subsequently disposed of at 
their face value, the Commissioner com- 
puted a profit of the difference between 
the above two figures, and asserted that 
the previous exchange was a nontaxable 
recapitalization and that the original cost 
basis continued. While there was a serious 
question as to whether the bonds were of 
such short term as to fall within the scope 
of Pinellas Ice & Cold Storage Company 
v. Commissioner [3 ustc J 1023], 287 U. S. 
462, the Board ruled in favor of the Com- 
missioner on each of the four questions 
raised: (1) that there was a statutory 
recapitalization; (2) that the bonds were 
securities within the meaning of Section 
112 (b) (3); (3) that there was an exchange; 
and (4) that there was sufficient business 
purpose to take the case outside the scope 
of Gregory v. Helvering [35-1 ustc J 9043], 
293 U. S. 465. On appeal, the Circuit 
Court of Appeals agreed with the Board 
that there had been a recapitalization, but 
reversed on the ground that the bonds 
were of such short-term duration (average 
maturity of only two and one-half years, 
and all paid off within ten months) that 
they were not to be regarded as “securities” 
within the meaning of Section 112 (b) (3). 
(See L. & E. Stirn, Inc. v. Commissioner 
[39-2 ustc J 9741], 107 F. (2d) 390 (CCA-2).) 

In the next case presenting a similar 
factual situation before the Board, Wesley 
v. Terhune [CCH Dec. 10,838], 40 BTA 
750, we again find the Commissioner rec- 
ognizing that an exchange of seven per 
cent preferred stock for five per cent 
debenture bonds was a statutory recapital- 
ization. The only question raised was the 
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nature of certain additional cash payments 
made for a designated part of the old 
stock as an essential part of the plan. 


Schoo Case 


In Clarence J. Schoo [CCH Dec. 12,802], 
47 BTA 459, the plan involved, inter alia, 
the exchange of old seven per cent pre- 
ferred stock for new twenty-five-year, five 
per cent debenture bonds. In that case 
88.88 per cent of the old preferred stock 
was held by persons who owned 71.54 per 
cent of the common stock. The Com- 
missioner changed his position and asserted 
that the exchange was not a statutory 
recapitalization. He treated the bonds as 
received in liquidation of the preferred stock 
and taxed the recipient on the gain from 
such liquidation. In rejecting the Com- 
missioner’s contention, the Board said: 


“Tt can hardly be disputed that the re- 
adjustment of the corporation’s common 
and preferred shares was a recapitalization, 
Helvering v, Southwest Consolidated Cor- 
poration, or that the exchange of the 
debentures for the preferred was an integral 
part of the plan. There is no reason to 
consider it as if it stood separately. The 
25-year debentures were ‘securities’, Pinellas 
Ice & Cold Storage Co. v. Commissioner. . . . 
Stated, therefore, in terms of section 112 
(b) (3), stock in a corporation was, in 
pursuance of a plan of recapitalization, 
exchanged solely for securities in such 
corporation. 

“The respondent contends that the stat- 
utory word ‘recapitalization’ may not be 
read as meaning a type of statutory ‘re- 
organization’ unless through it persists a 
continuation of the same proprietary in- 
terest; and that a substitution of bonds 
for shares breaks the proprietary interest 
and substitutes a creditor interest. To 
support this argument, reliance is principally 
placed on LeTulle v. Scofield [40-1 ustc 
4 9150], 308 U. S. 415. This, however, is 
to take the LeTulle case out of its setting 
in the consideration of a ‘merger or con- 
solidation’ of two corporations under sub- 
division (A), and to apply it to a 
recapitalization of a single corporation. As 
a contemplated result of the ‘merger or 
consolidation’ of two corporations, the indi- 
vidual taxpayer, for his shares in one of 
the corporations and other properties, re- 
ceived cash and bonds of the other corpo- 
ration. This was something substantially 
different from what he gave up. It was 
not a mere reshaping of his interest in the 


same corporation through a recapitalization. 
In the present case, the substitution of 
the debentures for the preferred shares was 
in substance not so much of a change as 
the words imply. In both, the holder was 
entitled only to dividends or interest out 
of income, and had no greater rights than 
unsecured creditors.” 


Annis Furs Case 


Having thus been denied relief in this 
type of case on the technical argument 
that there is no recapitalization where 
long-term bonds are received in exchange 
for preferred stock, the Commissioner ad- 
vanced the theory in Annis Furs, Inc. [CCH 
Dec. 13,605], 2. TC 1096, that such a trans- 
action may, under certain circumstances, 
amount to a distribution essentially equiva- 
lent to a dividend under Section 115 (g). 
In that case the common stock and the 
preferred stock were held by the same 
people and in the same proportions. Pur- 
suant to an announced plan, all the 6% 
per cent preferred stock was surrendered 
and six per cent, twenty-year debenture 
bonds of the same face value were issued 
in exchange. The Tax Court first observed 
that “there can be no doubt that the 
exchange of the corporation’s debentures 
for its preferred shares was a recapital- 
ization.” The court then proceeded to 
dispose of the Commissioner’s theory based 
upon Section 115 (g), with the following 
language: 

“It can not be said, however, that this 
recapitalization served no reasonable or 
legitimate business purpose, for the reduc- 
tion of the corporation’s periodic charge 
from 6% percent, as the dividend was 
under the preferred shares, to 6 percent, 
as the interest became under the debentures, 
was a sufficient financial advantage to ex- 
plain and justify the change. 


“The exchange was not a distribution of 
earnings and profits but was a recapital- 
ization thereof. It was not at such time 
and in such manner as to make the cancel- 
lation or redemption of the preferred shares 
essentially equivalent to the distribution 
of a taxable dividend, as provided in section 
115 (g). Since this proposition is the 
crux of the Commissioner’s determination 
and argument, the determination must be 
reversed. 


“The debentures were received by the 
nonresident alien shareholders in a reorgan- 
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ization exchange, and section 112 (b) (3) 
forbids the recognition of gain; the ex- 
change was not without business purpose, 
and section 115 (g) is therefore not avail- 
able to overcome section 112 (b) (3); and 
section 115 (h) confirms the nonrecogn'tion 
of gain in that it also provides that the 
transaction may not be considered a dis- 
tribution of earnings or profits.” 


Except for the impetus of Adams wv. 
Commissioner [47-1 ustc § 9288], 331 U. S. 
737, and Bazley v. Commissioner, ibid., this 
would very likely have ended further liti- 
gative efforts on the part of the Commis- 
sioner. However, the broad language of 
the Supreme Court in these cases, coupled 
with the fact that bonds were involved 
there, has given courage to the Commis- 
sioner to scrutinize all recapitalizations in 
which bonds are received, irrespective of 
vital distinctions involved. The fact that 
the bonds in the Adams and Bazley cases 
were received in addition to existing rights 
rather than in substitution of such rights 
has been too readily overlooked in the course 
of administrative scrutiny. It is significant 
that the Tax Court, in first subjecting the 
Bazley situation to tax ({CCH Dec. 14,423] 
4 TC 897), expressly distinguished the 
Annis Furs situation. 


Crofoot Case 


Moreover, the Tax Court entered a memo- 
randum opinion on January 25, 1945, in 
the case of Mary N. Crofoot [CCH Dec. 
14,364 (M)], 4 TCM 97, citing the Annis 
Furs case as authority for the proposition 
that an exchange of old six per cent pre- 
ferred stock for twenty-year, five per cent 
registered notes constituted a nontaxable 
recapitalization. This case was obviously 
under the consideration of the Tax Court 
at the same time, since it was decided only 
one month prior to the Basley case (Febru- 
ary 28, 1945). It was undoubtedly regarded 
as involving a situation materially different 
from Baszley. It seems clear that the Com- 
missioner’s effort to stretch the Bazley case 
to cover such bond transactions is unsound 
and would be rejected by the Tax Court. 


Applicability of Section 115 (g) 


All the courts stress the fact that the 
applicability of Section 115 (g) must turn 
upon the facts and circumstances of each 


case. The Bazley decision is, of course, 
law with respect to similar situations where 
common stockholders receive bonds and, 
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relinquishing nothing. in exchange, retain 
their same relative common stock interest; 
but it seems clear that such a decision 
must be limited to the facts involved and 
cannot provide a magic touchstone for the 
solution of all recapitalization cases in- 
volving bonds. The vital question remains 
—whether a distribution of cash or its 
equivalent is made at such time and in 
such manner as to be regarded as essentially 
equivalent to a dividend. 


While, in the proper factual circumstances, 
it may be appropriate to regard Section 115 
(g) as cutting across and. undermining the 
effect of a transaction which, in form, 
meets the technical requirements of Sec- 
tion 112, such is clearly not the case where 
there is a direct exchange of old preferred 
for new bonds. Perhaps by tracing the 
legislative history of Section 115 (g) we 
can better grasp the intended scope of the 
statute and see why the Bagley situation 
was regarded as falling within its scope 
and why this situation cannot be so regarded. 


Origin of Principle 


The reason for the introduction of Sec- 
tion 115 (g) and its antecedent provisions 
into the revenue laws can be traced to the 
decision of the Supreme Court in Eisner v. 
Macomber [1 ustc § 32], 252 U. S. 189 
(1920), in which it was held that a divi- 
dend of common stock upon common 
stock did not give rise to taxable income. 
Taking cognizance of this decision, Sec- 
tion 201 of the Revenue Act of 1921 clari- 
fied the definition of dividends as previously 
contained in Section 201 of the Revenue 
Act of 1918 (see Senate Finance Committee 
Report No. 275 on Revenue Bill of 1921, 
1939-1 CB (Part 2) 181, 187) and provided 
that although a stock dividend was not to 
be subject to tax, if, after the distribution 
of any such dividend, the corporation re- 
deemed its stock at such time and in 
such manner as to make the distribution 
and cancellation or redemption essentially 
equivalent to the distribution of a taxable 
dividend, the amount received would be 
treated as a taxable dividend to the extent 
of earnings or profits accumulated after 
February 28, 1913. : 

The wording of the section was slightly, 
but significantly, changed by Section 201 
(f) of the Revenue Act of 1924, which 
reiterated the fundamental principle that 
a stock dividend shall not be subject to tax 
but provided that if before or after the 
distribution of any such dividend the cor- 
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poration redeemed its stock at such time 
and in such manner as to make the dis- 
tribution and cancellation or redemption 
essentially equivalent to the distribution of 
a taxable dividend, the amount so dis- 
tributed was to be treated as a taxable 
dividend. Committee discussions concern- 
ing the wording of the section prior to the 
enactment thereof unequivocally show that 
Congress intended the bill to change the 
then existent law by providing for the case 
in which a corporation first redeems a 
portion of its stock and then declares a 
stock dividend, as well as the case in 
which the corporation first declares the 
stock dividend and then redeems a portion 
of its stock. (See Ways and Means Com- 
mittee Report No. 179 on: Revenue Bill of 
1924, 1939-1 CB (Part 2) 241, 250; Senate 
Finance Committee Report No. 398, 1939-1 
CB (Part 2) 266, 275.) 


It can thus be seen that the genesis of 
the presently designated Section 115 (g) 
of the Code is steeped in considerations 
emanating from the stock dividend con- 
sciousness of Congress, and that the sections 
of prior revenue acts corresponding thereto 
“were enacted by Congress in an attempt 
to prevent the avoidance of tax upon 
distributions of corporate earnings, ordi- 
narily to be distributed as dividends and 
so taxable, by means of redemption and 
cancellation of stock.” (Annie Watts Hill 
[CCH Dec. 7814], 27 BTA 73 (1932); aff'd 
[3 ustc J 1127] 66 F. (2d) 45 (CCA-4).) 


Broadening of Statute 


Thereafter, in 1926, Congress recognized 
the potentialities of partial liquidations for 
tax-avoidance purposes, and broadened the 
scope of the statute in question. This it 
did by writing into the Revenue Act of 
1926 an all-inclusive provision giving the 
Commissioner plenary power to protect 
the revenues against tax-avoidance prac- 
tices consisting of the redemption of stock, 
“whether or not such stock was issued as 
a stock dividend.” (Section 201 (g) of the 
Revenue Act of 1926.) Senate Finance 
Committee Report No. 52, 1939-1 CB (Part 
2) 332, 344, makes the legislative intent 
clear in the following example: 


“Tt has been contended that under exist- 
ing law a corporation, especially one which 
has only a few stockholders, might, with- 
out resorting to the device of a _ stock 
dividend, be able to make a distribution 
to its stockholders which would have the 
same effect as a taxable dividend. For 
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example: Assume that two men hold prac- 
tically all the stock in a corporation, for 
which each had paid $50,000 in cash, and 
the corporation had accumulated a surplus 
of $50,000 above its cash capital. It is 
claimed that under existing law the corpo- 
ration could buy from the stockholders, 
for cash, one-half of the stock held by 
them and cancel it without making the 
stockholders subject to any tax. Yet this 
action, in all essentials, would be the 
equivalent of a distribution through cash 
dividends of the earned surplus. The sub- 
division as rewritten by the House bill is 
intended to make clear that such a trans- 
action is taxable and the committee approves 
the provision, which obviously does not 
apply in cases of complete liquidation of 
all the stock of the corporation.” 


Congressional intent was thus directed 
to the elimination of the “device” whereby 
a corporation with a cash surplus and a 
few stockholders could buy from such 
stockholders, for cash, a proportion of the 
stock of original issue held by them and 
could cancel it without making the stock- 
holders subject to any tax. 


It appears clear from the legislative his- 
tory and the wording of Section 115 (g) 
that Congress, in the enactment of that sec- 
tion, did not intend to tax as a dividend 
every redemption and cancellation of stock. 
The use of the words “at such time and in 
such manner” unquestionably shows a pur- 
pose to qualify the provisions of the section 
and to make time and circumstance ele- 
ments in the determination of whether the 
redemption is “essentially equivalent” to 
the distribution of a taxable dividend. A 
review of the decisions indicates that the 
phrases “at such time” and “in such manner” 
play an important role in the determination 
of courts as to whether a redemption is 
“essentially equivalent” to the distribution 
of a dividend. This is in harmony with 
the plain language of the statute. 


Bazley Case* 


When the facts are carefully analyzed, 
it is easy to see that, in substance at least, 
the situation presented to the Supreme 
Court in Bazley v. Commissioner, supra, 
fell within the intended scope of this stat- 
ute. The recapitalization there, like the 
reorganization in Gregory v. Helvering, supra, 
had no substance or corporate business 





* ‘Tax Classics,’’ on p. 843, also discusses the 
Bazley and Adams cases. 
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purpose. The real benefits flowed to the 
stockholders and not to the corporation 
itself. The fixed charges were increased, 
and such increase far exceeded any advantage 
resulting to the company from a reduction 
of income tax. There was a net disadvantage 
to the company, a “definancing” instead of 
a normal refinancing, as one court called 
such a transaction. 


The substance of the transactions in the 
Bazley case was that the husband and 
wife, as sole owners of the corporation, 
except for one share of its stock, went 
through the form of having the corporation 
issue debenture bonds as a part of a re- 
capitalization. But the bonds were prompted 
by stockholder rather than by corporate 
advantages, and served no legitimate cor- 
porate purpose. They represented a newly 
created interest of a taxable nature in the 
hands of the stockholders since they “were 
virtually cash because they were callable 
at the will of the corporation, which in 
this case was the will of the taxpayer.” 


The Supreme Court considered that the 
form of the transaction had no legal signifi- 
cance, The nontaxable exchange of a new 
kind of common stock for the old com- 
mon stock was regarded as “an unrelated 
modification of the capital account.” The 
net result was that the stockholders re- 
ceived bonds without surrendering any stock 
rights. The net effect was that the stock- 
holders received the bonds as dividends on 
the stock. In the Bazley case the taxpayer 
and his wife still owned substantially all 
of the common stock, and the change in 
the face value of the stock was a “paper” 
change without substance. The issuance 
of the bonds to them represented a newly 
created interest and not a mere substitution 
of rights. Since, under the circumstances 
there present, the bonds were “virtually 
cash,” and since the surrender of the old 
common stock was “an unrelated modifica- 
tion of the capital account,” the Supreme 
Court concluded that “for all practical 
purposes” there was a distribution of ac- 
cumulated earnings taxable as a dividend. 


Adams Case 


The facts in the related case of Adams v. 
Commissioner, supra, were essentially the 
same as in the Bazley case, except that the 
taxpayer himself owned substantially all 
the common stock and the element of the 
family corporation with the wife holding 
some of the stock was not involved. Both 
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before and after the exchange the taxpayer 
owned substantially all of the common 
stock. The fact that this continued inter- 
est was now called by another name or 
was represented by a different type of cer- 
tificate was of no “legal significance.” The 
significant factor was that the taxpayer, 
in addition, now held bonds which, under 
the circumstances, were essentially the same 
as cash. There, as in the Bagley case, the 
Supreme Court concluded that the Tax 
Court was warranted in finding, under the 
facts and circumstances before it, that the 
distributions were essentially equivalent to 
a dividend. 


Business Purpose 


In the government’s brief before the 
Supreme Court in the Bazley case, it was 
asserted generally (page 18) that there 
must be “a genuine corporate business pur- 
pose,” and that the alleged business pur- 
poses were benefits to the stockholders 
rather than to the company itself. On 
page 19 of the brief. the statement was 
made that the Tax Court decisions were 
in harmony with that distinction, and the 
Annis Furs and Schoo cases, supra, were 
cited, inter alia, as acceptable examples. 


In contending that for all practical pur- 
poses the distribution of the bonds in the 
Bazley case was essentially equivalent to a 
dividend under Section 115 (g), the govern- 
ment (brief, page 31) asserted that “the 
net effect of the whole transaction here 
involved was to leave the shareholders in 
exactly the same position that they would 
have been in if the debentures had been 
distributed in the form of a dividend instead 
of in the form of a reorganization.” That 
was true in the Adams and Basley cases 
because the taxpayer in the Adams case 
and the taxpayer and his wife in the Bazley 
case held all but a nominal amount of the 
common stock; after the recapitalization 
they still held all of such stock interest 
plus the marketable bonds. There was no 
corporate business purpose for the nominal 
change in the common stock or in the 
issuance of the new bonds. ‘The practical 
result was that these same stockholders, 
while retaining all existing beneficial inter- 
est in the company, received a new right 
and not merely a substituted right. Thus, 
as to the bonds, there was in effect no 
exchange in those cases. The exchange 
was the new common for the old common 
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stock, and the receipt of the bonds’ was 
essentially equivalent to a dividend under 
the circumstances there presented. 


However, where bonds are exchanged 
directly for the preferred stock and consti- 
tute the sole consideration for the surrender 
of the preferred stock, the situation is 
drastically different; there is, in the last 
analysis, merely a reshuffling of the capital 
structure. The holders of X dollars of 
seven per cent preferred stock thereafter 
hold a like amount of five per cent or six 
per cent bonds in lieu thereof and not in 
addition thereto. Thus, where there is a 
bona fide exchange, and not merely the 
receipt of a new and drastically different 
right, superimposed on the existing inter- 
est, which continues undiminished, there 
is no factual or legal basis for concluding 
that such an exchange is in effect a dividend. 


We have no criticism of the conclusion 
reached in the Adams and Bazley cases. We 
accept the general premise of the Com- 
missioner that the legislative relief under 
Section 112 situations must be restricted 
to genuine transactions which are prompted 
by corporate business purposes and which 
are not mere sham or cloaks to conceal 
the distribution of earnings. In Commis- 
stoner v. Wheeler [45-1 ustc § 9235], 324 
U. S. 542, the Supreme Court indicated 


that the broad purpose of the nonrecognition 


provisions was to defer tax where the 
change of rights was not “definitive enough” 
to give rise to the tax incident. In the 
Bazley case the Supreme Court indicated 
that under the facts of that case there 
was a definitive change in rights which 
for all “practical purposes” amounted to 
the .receipt of something new, without 
relinquishment of the old rights, and that 
the thing received was “virtually cash,” 
under the circumstances of the case, and 
therefore taxable as a dividend. The net 
effect was that bonds were received qua 
stockholder without the surrender of stock 
rights; the end result was the 
a dividend. 


receipt. of 


Doerschuck Case 


We do not dispute the fact that in 
appropriate circumstances the distribution 
of a bond may be treated as cash to the 
extent of its current value and taxed as a 
dividend to the extent of the available 
surplus. The early case of Doerschuck v. 
U. S. t¥92t CY 9220). 274: F. 72 (DC 
N. Y., 1921), made this clear; but in that 
case there was no exchange. Although 
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extensively relied upon in the government’s 
brief in the Bazley case, the Supreme 
Court did not cite the Doerschuck case in 
the Bazley opinion. However, the follow- 
ing language from the Doerschuck opinion 
might well have been used in the Bagley 
opinion, for the court is obviously speak- 
ing the same language: 


“It is apparent in the present case, 
that the plaintiffs received an actual pay- 
ment (in the form of securities available 
for disposition in the market, and entirely 
severed or distinguished from their control 
of the property as stockholders) of profits 
which the company wished to distribute 
as earnings to its stockholders. It did this 
by distribution of obligations which, like a 
promissory note, called for the payment of 
cash, and did not invest the holder with 
merely a different form of holding of stock.” 


In the Doerschuck case, as in the Adams 
and Bazley cases, the bonds were created 
and distributed “for all practical purposes” 
to give the recipients something’ new which 
could be realized upon without disturbing 
their existing rights; and the’ bonds re- 
ceived in those cases were, for that vitally 
distinguishable reason equivalent to a divédend. 


Thus, the Bazley decision establishes no 
new law. It represents merely a logical 
consolidation of the Gregory principle and 
the old Doerschuck principle. As to the 
first phase, the Court concluded that the 
issuance of the bonds in the Bazley case 
bore no logical relationship to the exchange 
of the common stock for new common 
stock and was prompted by no corporate 
business purpose; hence, under the Gregory 
principle, the form of the reorganization 
could be ignored and the substance revealed. 
That left the issuance of the bonds stand- 
ing alone, “an unrelated modification of 
the capital account,” in the language of 
the Supreme Court. A straight distribu- 
tion of bonds has long since been regarded 
as the receipt of something of a taxable 
nature, and it was entirely logical for the 
Supreme Court to conclude that under 
the circumstances of the Basley case the 
bonds were of such taxable nature. 


Conclusion 


It seems clear that the direct exchange 
of bonds for preferred stock falls outside 
the scope of the Bazley decision. In this 
discussion we have been speaking of the 
ordinary situation in which the preferred 
stock has been acquired at a cost, and not 
as a stock dividend on the common stock. 
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The mere fact that some or even all of the 
preferred stockholders likewise hold com- 
mon stock should not change the result. 
If, in such a situation, the Commissioner 
insists that the new bonds represent basically 
different rights, the argument indicates at 
most that there has been a taxable ex- 
change, a capital transaction in the nature 
of a partial liquidation. If, in the admin- 
istrative stages, the Commissioner is un- 
willing to accept the application of the 
long line of Tax Court decisions, and re- 


fuses to treat the exchange as a recapital- 
ization, it might be expedient, to avoid a 
stalemate in the settlement proceedings, 
to agree to the treatment of the transaction 
as a taxable exchange, resulting in capital 
gain to the extent that the fair market 
value of the new bonds exceeds the cost 
basis of the preferred stock. In many 
instances the tax consequences will be rela- 
tively negligible. In no event should the 
bonds be treated as dividends under Section 


115 (g). [The End] 


The author is a member of the District of Columbia 
and Georgia Bars. He is a partner in the firm of 
Dudley, Algire, Jones and Ostmann, Washington, D. C. 











STATE GOVERNMENT EMPLOYMENT RISES 


ee GOVERNMENTS accounted for one-sixth of all persons on public 
\ pay rolls—Federal, State, and local—in April 1949. They had nearly half as 
many employees as the Federal Government, and about one-third as many 
employees as all local governments combined. 


State governments employed 982,000 persons in April 1949, according to a 
report on State Employment in 1949, issued recently by the Bureau of the Census. 
This indicates a slight increase in State employment since January 1949, and an 
increase of 56,000 since April 1948. 

State government monthly pay rolls reached $197,000,000 in April 1949, 
$25,700,000 more than the amount for April 1948. 

Record levels of State employment and pay rolls were established in 1949. 
However, the rate of postwar growth slackened somewhat in the 12-month period 
ending in April 1949. Pay rolls rose only 15 percent as compared with a 22 percent 
increase between 1947 and 1948 and an increase of 27 percent the year before. The 
6 percent increase in State employees between 1948 and 1949 compares with a 
1947-48 increase of 8 percent and a 1946-47 increase of 18 percent. 


Practically one-half of all pay rolls and 43 percent of all employees of the 48 
State governments are accounted for by 8 States, New York, California, Pennsyl- 
vania, North Carolina, Illinois, Texas, Ohio, and Michigan. The relatively high 
volume of State employment in North Carolina reflects operation of public schools 
by the State government there, rather than by local governments as is more 
commonly the case. 
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7 United States Courts of Appeals 
have recently decided an important and 
novel point in cases involving corporate 
contracts distributed to stockholders in 
liquidation. These decisions, Commissioner 
v. Susan J. Carter* and Westover v. Smith? 
warrant close attention because of the inter- 
esting possibilities they present. 


The following brief summaries of the 
cases will serve to introduce the problem: 


The taxpayer in Commissioner v. Carter 
was the sole stockholder of a corporation 
engaged in the oil brokerage business. The 
corporation had oil brokerage contracts 
under which it expected to earn commis- 
sions. Upon the liquidation of the cor- 
poration, these contracts were distributed 
to the taxpayer. An attempt to value the 
contracts in order to calculate the taxpayer’s 
capital gain on liquidation, under Section 
115(c) of the Internal Revenue Code, proved 
impossible. The amount to be earned under 
the contracts was contingent on future 
events, and the value of the contracts was 
unascertainable at the date of liquidation. 
Thereafter, commissions on the contracts 
were collected by the taxpayer, who then 
held the contracts individually. It was held 
that although such commissions would have 
been ordinary income in the hands of the 
corporation, they were capital gains when 
collected by the taxpayer individually. This 
holding was based on the ground that the 
commissions were received in exchange ‘for 
the taxpayer’s stock on liquidation. 


The taxpayer in Westover v. Smith was 
the sole stockholder of a corporation en- 
gaged in the manufacture and sale of ma- 
chine tools. The corporation sold all of its 
assets, among which were certain patents, 
for a consideration including ten per cent 
of the gross sales price of machinery to be 





1 [48-2 ustc { 9415] 170 F. (2d) 911 (CA-2, 
1948); aff’'g [CCH Dec. 16,015] 9 TC 364 (1947). 

2 [49-1 ustc ] 9189] No. 12,019, CA-9, February 
21, 1949; aff’g [48-2 ustc {| 9351] DC Calif., Au- 
gust 11, 1948. 
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manufactured and sold by the buyer under 
the patents transferred. Then the corpora- 
tion was liquidated and the sales contract 
was distributed to the stockholder in liquida- 
tion. Because it was impossible to compute 
the amount of future sales to be made, the 
fair market value of the contract received 
by the taxpayer in liquidation could not be 
ascertained. When, in later years, the buyer 
made payments to the taxpayer under the 
contract, those payments were held to be 
capital gains on the ground that they were 
in exchange for the taxpayer’s stock on 
liquidation. 


No Ascertainable Fair Market Value 


It will be noted that both cases under 
discussion involved the distribution of con- 
tracts which had no ascertainable fair mar- 
ket value. This feature of the transactions 
made it possible to postpone the tax on the 
liquidation-and to treat later payments to the 
distributee-stockholder as capital gains. A 
1948 Tax Court memorandum decision gives 
an indication of the approach the courts take 
where the issue of the susceptibility of a con- 
tingent contract to valuation is raised. The 
case is George W. Potter.* Here the tax- 
payer received in part consideration for the 
sale of certain shares of stock a contract 
providing for participation in future profits 
from the operation of a lead and zinc mine. 
The date of sale, April 17, 1941, was shortly 
followed by the discovery of new pockets, 
the grant of a government subsidy and the 
raising of the officially pegged price of zinc. 
The Commissioner treated the contract as 





3 [CCH Dec, 16,573(M)] 7 TCM 622. 
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in Liquidation 


|of Corporate Contracts 
| JOHN A. KING 


COMMISSIONER v. CARTER AND WESTOVER v. SMITH—VALUABLE AL- 
LIES OF THE TAXPAYER WHO CAN USE THEM—WARRANT NEW TAX 
THINKING AND PLANNING ON SALES FOLLOWED BY LIQUIDATION 


one susceptible of valuation. He reasoned: 

5 . aS an experienced mine operator 
petitioner on date of sale reasonably antici- 
pated a material increase in ceiling prices 
for zinc or a government subsidy to stimu- 
late production because the prospects then 
indicated an involvement of the United 
States in war; that exposed ores observed 

. in an inspection of the mine warranted 
expectations of profitable recoveries . 
and that the mine’s record of earnings for 
the preceding five years was indicative that 
future operations would provide ample 
profits for eventual payments in the maxi- 
mum amount set.” 


The court sustained the taxpayer’s con- 
tentions that the contract had no ascertain- 
able value on the date of sale, and that his 
venture was purely speculative: “We are 
convinced that the petitioner had no rational 
basis for such an expectation.” The court 
then listed the fortuitous events—the sub- 
sidy, the discovery of new pockets and the 
rise in the price of ore—which had followed 
soon after the taxpayer’s sale, and con- 
tinued: “But no willing buyer of petitioner’s 
contract could have foreseen on April 17, 
1941, either the discovery of new metal 
pockets, or the price increase, or the sub- 
sidy.” The Commissioner further argued 
that the court “may consider subsequent 
facts and circumstances as corroborating his 
determination.” To this, the court replied: 


“ 


. such evidence would be entitled to 
some weight here if the ore content of the 
mine were the only valuation factor of the 


Corporate Contracts in Liquidation 








contract. But ‘t was not. Petitioner’s profits 
resulted principally from the entry of the 
United States into the war, the rise in the 
officially fixed price of zinc, and a govern- 
ment subsidy which made it profitable to 
concentrate ore of very low metal content. 
The possibility of these developments on 
April 17, 1941, might have influenced a 
speculator to take a gamble, but their subse- 
quent occurrence does not lessen their char- 
acter on that date as ‘circumstances not 
possible to foretell with anything like fair 
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certainty’. 


The leading case on the point is Burnet v. 
Logan,‘ which clearly established that re- 
ceipt of a consideration of unascertainable 
value, such as a contingent contractual right, 
does not result in a “closed” transaction for 
tax purposes, but rather in a transaction 
which remains open as long as payments 
are made under the contract. The time for 
reporting the gain on such a sale is deferred 
until after the taxpayer has recouped his 
cost basis.© The Logan case doctrine has 
been applied in a series of cases in which 
it was held that payments received on a con- 





* [2 ustc {| 736] 283 U. S. 404 (1931). 


5In certain instances other policies outweigh 
the difficulties involved in the evaluation of a 
contractual right in wholly uncertain deferred 
payments, and a value is placed upon such con- 
tingent contracts. For example, if such a con- 
tract is included among the assets of 4 
decedent’s estate, the policy favoring the set- 
tlement of decedents’ estates makes it necessary 
to reach a valuation, however difficult. See 
Burnet v. Logan, supra, footnote 4. 
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tingent contract constitute capital gain and 
are taxed as such, where the contingent 
contract was received as consideration in 
the sale of a capital asset.® 


Subsequent Liquidation 


It is clear that merely because the con- 
sideration is Contingent, the corporation is not 
relieved of ordinary income tax on the gain 
on the sale of its noncapital assets. The 
nature of the income as received by the 
vendor-corporation is determined by the 
nature of the assets sold, not by the nature, 
form, time or amount of the consideration. 
However, as we have just shown, the con- 
tingent nature of the selling price does affect 
the time when the income accrues to the 
vendor-corporation. The complete uncer- 
tainty at the time of the sale as to 
the amount of income makes taxation of the 
vendor-corporation impossible. Were the 
contract capable of evaluation at the fair 
market value, the transaction would be con- 
sidered closed and the tax on any gains 
would be payable by the vendor-corporation 
in the year of the sale. But, as we have 
pointed out, a contract to make deferred 
payments, indefinite and contingent, has no 
fair market value. Accordingly, there is no 
closed transaction and the tax on the income 
to the corporation is necessarily deferred 
until a later year. 


The next step in the pattern is the liquida- 
tion of the vendor-corporation and_ the 
distribution of its assets, in kind, to its stock- 
holders. In this fashion the stockholders 
acquire the contractual right to receive the 
uncertain future payments. This contractual 
right is treated as “in a sale or exchange” 
for the stock which the stockholders sur- 
rendered, and the gain is computed in the 
same way as in,any other sale or exchange." 
Hence, we again encounter the obstacle of 
inability to fix a fair market value for the 
contract, with the result that the tax to the 
stockholders, like the tax to the corporation, 
must be postponed until they actually re- 
ceive payments under terms of the contract. 


Analysis of Carter Case 


This brings us to the crucial issue: When 
such payments are in fact received by the 
stockholders, are they considered to be in 


® Commissioner v. Hopkinson [42-1 ustc J 9330], 
126 F. (2d) 406 (CCA-2, 1942); U. S. v. Yerger 
{44-1 ustc { 9282], 55 F. Supp. 521 (DC Pa., 
1944); Edward C. Myers [CCH Dec. 14,992], 6 
TC 258 (1946). 


7 Code Section 115 (c). 
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exchange for capital assets (the stock), or 
are they ordinary income from property held 
by the taxpayer? The Court of Appeals 
posed the problem in the Carter case in this 
fashion. It was first established that if at 
the time they were distributed to the stock- 
holders, the oil brokerage contracts had a 
fair market value, such value would be in- 
cluded in the “amount realized” by the tax- 
payer in exchange for her stock, and would 
be taxable as capital gain. Then the court said: 


“The question presented by the present 
appeal is whether a different result is re- 
quired when contract obligations having no 
ascertainable fair market value are distrib- 
uted in liquidation of a corporation and. 
collections thereunder are made by the dis- 
tributee in later years.” 


The court affirmed the holding of the Tax 
Court, which had. employed the following 
reasoning in reaching a solution: 


“Profit on a capital transaction is not 
ordinary income; and, under section 115(c) 
of the Internal Revenue Code, there was 
exchange of stock in payment for the con- 
tracts distributed—a capital transaction. The 
respondent says it was a closed transaction. 
The Logan case says the transaction there 
‘was not a closed one’. Is there any reason, 
in the fact of exchange involved in liquida- 
tion rather than ordinary sale or exchange, 
to distinguish the Logan case from that here 
involved? Wecan find none. Both are sales, 
or exchanges, of capital assets (stock) for 
contracts of no ascertainable value. Section 
115(c), in our view, requires us to make no 
distinction. The Logan case speaks of profit, 
not ordinary income, after recovery of basis, 
and the transaction here is no more required 
to be treated closed than in that case. Noth- 
ing in the nature of liquidation distribution 
is seen to require an immediate closing, more 
than in an ordinary exchange, and the lan- 
guage of section 115(c) provides no excep- 
tion, in case of distribution of unascertainable 
values, from its mandate to regard the dis- 
tribution as received in payment in exchange 
for the stock—and it immediately thereafter 
treats of ‘gain or loss to the distributee re- 
sulting from such exchange’. We think that 
such a distributee, after realization on the 
contracts of more than cost basis, had gain 
requiring treatment under section 117.” 


In sum, the rationale of the decision is 
this: Since there was no closed transaction 
when the contract was distributed, it fol- 
lows that the payments take the place of the 
liquidating distributions—they are in 
change for the stock. 


ex- 
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A facet of this form of transaction with 
which the Tax Court was concerned in the 
Carter case, but which was not discussed by 
the Circuit Court on appeal, merits discus- 
sion at this point. Certain of the contracts 
which the taxpayer had received upon liqui- 
dation covered commissions which the 
corporation had fully earned, but had not re- 
ceived, before the liquidation was effected. 
The corporation was on the cash basis. The 
question thus arose as to whether the fully 
earned commissions accrued to the corpora- 
tion or would receive the same treatment 
as the as yet undetermined and unearned 
commissions. The Tax Court held that the 
Commissioner’s power, under Section 41 of 
the Internal Revenue Code, to take sych 
action as is necessary to correct accounting 
methods which do not clearly reflect the tax- 
payer’s income was sufficient to attribute the 
income to the corporation before actual pay- 
ment. The Tax Court, therefore, concluded 
that the liquidation did not transfer the in- 
come from the corporation to the stock- 
holder merely because the latter had received 
the payment.’ As was suggested by one of 
the writers in another paper, it may be pos- 
sible to extend this rationale to all payments 
received by stockholders on contracts dis- 
tributed to them on liquidation.® But the 
Tax Court in the Carter case expressly dis- 
tinguished between those contracts under 
which payment was contingent on future 
events and those under which payment was 
due at the date of liquidation. And the 
Court of Appeals did not discuss the point. 


Before ending our consideration of the 
Carter case, it is necessary to discuss the 
elgment of “further performance of serv- 
ices.” If there remained services to be per- 
formed under the contracts after distribu- 
tion to the stockholder, “at least in any 
material degree,” the income, said the Tax 
Court, would be regarded as paid for serv- 
ices rendered, and thus not susceptible of 
capital gains treatment. Only one of the 
contracts involved contained language which 
gave the Tax Court pause, and here only 
for a moment. While it was clear that the 
contract in question did call for services, the 
court, considering the contract as a whole, 
held that these services were not pre- 








requisite to the collection of commiss‘ons 
under the contract, that the contract gave 
an absolute right to the commissions under 
it, and that therefore the commissions re- 
ceived pursuant to it were not paid for serv- 
ices rendered or available. ‘Lhe taxpayer 
was permitted, therefore, to treat such com- 
missions in the same fashion as the others: 


Analysis of Smith Case 


The Smith case presents further oppor- 
tunity to study the contingent consideration- 
liquidation combination. In the District 
Court the case came up on the motions of 
both parties for summary judgment, and the 
hearing resulted in an order granting the 
taxpayer’s motion and denying the defend- 
ant’s. In its order, the District Court stated: 

. - It appearing to the court: . .. 


“(d) that the Whiting Corporation con- 
tract was received by plaintiff in exchange 
for plaintiff's stock [a capital asset] upon 
the liquidation of Quickwork Company in 
1940, sand the contract had no ascertainable 
fair market value at the time of the eéx- 
change [see Code Section 111 (b)]; 


“(e) that since the property [the Whiting 
Corporation contract] received by plaintiff 
upon liquidation had no ascertainable fair 
market value, the transaction [the liquida- 
tion of Quickwork] was not closed at the 
time of the exchange in 1940 [Burnet v. 
Logan, supra; Commissioner v. Hopkinson, 
supra; U.S. v. Yerger, supra; Susan J. Carter 
(TC), supra]; 

“(f) that payments subsequently received 
by plaintiff under the Whiting Corporation 
contract, as alleged in the complaint, were 
accordingly ‘amounts distributed in com- 
plete liquidation’ of the Quickwork Com- 
pany within the meaning of I. R. C. sec. 
115 (c), in exchange for capital assets 
[Quickwork stock] held by plaintiff for 
more than six months; hence such pay- 
ments are taxable to plaintiff as ‘long-term 
capital gain’ pursuant to I. R. C. sec. 117 (a) 


(4) [Burnet v. Logan, supra; Susan J. Carter 
(TC), supra].” 


This brief quotation presents in a clear and 
succinct fashion the operation of the two 





8 This reasoning is in accord with several 
other cases involving contracts distributed on 
liquidation to stockholders. In Jud Plumbing 
& Heating, Inc. v. Commissioner [46-1 vustc 
§ 9177], 153 F. (2d) 681 (CCA-5, 1946), and Guy 
M. Shelley [CCH Dec. 13,248], 2 TC 62 (1943), 
construction contracts were distributed on liqui- 
dation and the stockholders received the amounts 
due under the contracts. In one case the dis- 
tribution of the contracts was after partial 


Corporate Contracts in Liquidation 





completion and in the other case after full com- 
pletion. In each case that part of the payment 
which was considered to have been earned by 
—— before liquidation was allocated 
o it. 

®See Brodsky, ‘‘Planning Business Transac- 
tions to Produce Capital Gains,’ Proceedings 
of the New York University Seventh Annual 


— on Federal Taxation (1949), pp. 302, 
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elements—a consideration of no ascertain- 
able value and a liquidation—which com- 
bine to effect tax savings on the sales 
transaction. 


On appeal, the main effort of the govern- 
ment was directed toward an attempt to 
distinguish the Smith case from Burnet v. 
Logan. It was contended that since Section 
115 (c) of the Internal Revenue Code pro- 
vides that “amounts distributed in complete 
liquidation of a corporation shall be treated 
as in full payment in exchange for the 
stock,” and since the income in question had 
not been distributed in liquidation but was 
paid because of the contractual obligation 
of a third party, the money received by the 
taxpayer in the Smith case could not be 
treated as received in a sale or exchange. 
The Court of Appeals found no difficulty 
in meeting these contentions. Its first 
answer was as follows: 


“As we have pointed out, if the contract 
in question had an ascertainable value, that 
amount would certainly be an ‘amoung dis- 
tributed in complete liquidation’, The pay- 
ments in this case arose directly out of the 
contract, which had a substantial value, and 
may be said to be ‘amounts distributed’ 
within the purview of section 115 (c), thus 


falling squarely within the holding in Bur- 
net v. Logan. . . . Distributions under sec- 
tion 115 (c) are treated in the same manner 
as sales.” 


The Court further stated: 


“In any event, it is clear that the contract 
itself was a distribution under section 115 
(c). Its taxable valuation is its fair market 
value, according to section 111 (b) of the 
Internal Revenue Code. Although there was 
no ascertainable fair market value at the 
time of liquidation, we find nothing in the 
statute requiring the market value to be 
measured immediately. In such a situation 
the only practicable and accurate method of 
measuring the contract’s value is through 
thesapplication of money to such valuation 
as it is received.” 


Conclusion 


These two cases have opened a vista for 
some new thinking and planning. The 
effectuation of tax savings is made possible 
by the interaction of two steps: the sale by 
the corporation for a contingent considera- 
tion, and the subsequent liquidation. Where 
these two steps may be taken in that order, 
the Carter and Smith cases are valuable allies 
available to the taxpayer. [The End] 
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mittees of the American Bar Association and New York County Lawyers’ Asso- 
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Bar Association. Mr. King is a graduate of the University of Wyoming, did 
graduate work at Princeton and is presently completing his study at Columbia 
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By EDWARD H. AYERS 


BAD DEBTS AND RECOVERIES 
Federal and New York Law 





THE CHARGE-OFF AND THE RECOVERY UNDER BOTH STATE 
LAW AND FEDERAL LAW PRESENT TROUBLESOME TAX PROB- 


RIOR TO 1942 both ascertainment of 

total or partial worthlessness and 
charge-off were prerequisites to the allow- 
ance of a bad debt for federal income tax 
purpose¢s, and it was necessary that both 
events occur in the same year. This rule 
was amended in 1942 retroactively for all 
years beginning after December 31, 1938, 
the amendment removing the charge-off re- 
quirements for both wholly and partially 
worthless debts... However, it was not the 
intention of Congress that there should be 
any change with respect to the charge-off 
and deductibility of partially worthless 
debts. Accordingly, in 1943, the pre-exist- 
ing provisions of the Code with respect 
to the requirement for the write-off of par- 
tially worthless debts were restored.’ 


As examples of bad debts, we may men- 
tion the following: 

(1) Uncollectible cash loans. (See also 
discussion of “Nonbusiness Debts,” infra.) 

(2) Corporate bonds, debentures, notes 
or certificates, partially or wholly worth- 
less, which are owned by banks.® 

(3) Uncollectible wages, salaries and 
rents (if previously included in income). 

(4) The difference between the amount 
received in the distribution of the assets of 
a bankrupt and the amount (or other basis) 
of debts owing to the taxpayer. 

(5) The difference between the amount 
received by a creditor of a decedent in the 
distribution of the assets of the estate and 





1 Code Sectfon 23 (k) (1), as amended by Sec- 
tion 124 of the Revenue Act of 1942. 

2 Code Section 23 (k) (1), as amended by Sec- 
tion 113 of the Revenue Act of 1943. 
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LEMS WHICH THIS ARTICLE EVALUATES AND,ANALYZES ... 





the amount of the claim. 


(6) The cost to a purchaser of accounts 
receivable which become uncollectible. 

(7) The unsatisfied portion of a mort- 
gage debt after foreclosure. 

(8) Worthless debts or securities of an 
affiliated corporation. (Adjustment may be 
required if a consolidated return is filed.) 


(9) The compromise of a debt (the dif- 
ference between the face value of the debt 
and the amount received) if the debtor has 
no assets out of which the entire amount 
may be collected by suit. 


(10) An uncollectible bond issued by an 
individual. 


Certain general rules govern the deduct- 
ibility of bad debts: 

(1) A debtor-creditor relationship must 
exist. 

(2) The sole test of deductibility is ac- 
tual worthlessness. (This requirement is 
retroactive with respect to all taxable years 
beginning after December 31, 1938.) 


(3) Deduction in full is allowable only 
for the year in which the debt becomes 
worthless. 


(4) A partially worthless debt is deduct- 
ible in an amount not in excess of the 
amount charged off within the taxable year. 

(5) No charge-off is imperative for a 
wholly worthless debt. 

(6) The Commissioner may allow the 
taxpayer to deduct from income an addition 
to a reserve for bad debts. 





%Code Section 23 (k) (2); Regulations 111, 
Section 29.23 (k)-4. 
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Special Rules 


In addition to these general requirements, 
there are special rules applicable to vari- 
ous situations: 

(1) A deduction is allowable with respect 
to a partially worthless business debt to the 
extent it is charged off during the taxable 
year. A letter ruling (July 31, 1944) makes 
it clear that the time for deduction is the 
year in which the charge-off is made, re- 
gardless of when partial worthlessness oc- 
curred or was ascertained. The charge-off 
need not be made during the taxable year in 
which the debt becomes worthless. Ac- 
cordingly, the taxpayer may exercise some 
control over the year in which he takes 
the deduction. In some cases a tax advan- 
tage may be gained by deferring the charge- 
off to a year in which the income and/or 
tax rate may be higher. 


(2) If a taxpayer claims a deduction for 
part of a debt for the taxable year within 
which that part of the debt is charged off, 
and if such deduction is disallowed for that 
year and the debt becomes partially worth- 
less subsequent to that year, there may be 
allowed, for a subsequent year, a deduction 
not in excess of the amount charged off in 
the prior year plus any amount charged off 
in the subsequent year, the charge-off in 
the prior year, if consistently maintained 
as such, being to that extent sufficient to 
meet the charge-off requirements.‘ 


(3) If a debt becomes wholly worthless 
during the taxable year, the amount thereof 
which has not been allowed as a deduction 
for any prior year shall be allowed as a 
deduction for the taxable year.” 


(4) Wholly or partially worthless debts 
charged off on specific orders of federal or 
state supervisory authorities are treated 
as follows: 

(a) To the extent they have been charged 
off during the taxable year, they are con- 
clusively presumed, for income tax pur- 
poses, to have become worthless (in whole 
or in part, as the case may be) during the 
taxable year. 


(b) If no deduction is claimed for such 
ordered charge-offs in the tax return, the 
debts are not conclusively presumed to have 
become worthless.® 


(c) If the taxpayer claims no deduction 
in his tax return for the year in which such 
ordered charge-off takes place, but claims 
the deduction for a later year, the charge-off 


4 Regulations 111, Section 29.23 (k)-1 (bd). 
5 Ibid. 





in the prior year is deemed involuntary, 
and the deduction is allowed for the year 
in which it is claimed, provided that the 
taxpayer produces evidence that the debt 
became wholly. worthless during the later 
year or became only in part recoverable 
subsequent to the year of the involuntary 
charge-off. No further charge-offs during 
the later year will be necessary for the debts 
involuntarily charged off in the prior year; 
but if an additional deduction is claimed in 
the later year on account of a partially 
worthless debt on which an involuntary 
charge-off was made in prior year, a charge- 
off covering the additional amount must be 
made in the later year.’ 


(5) If personnel of a bank orders a par- 
tial charge-off of a debt for purposes of 
conservatism, and no deduction is taken on 
the tax return of that vear, a charge-off is 
necessary in any later year in which worth- 
lessness is ascertained and a deduction taken 
on the tax return. 


Reserve Method of Accounting 


Mim. 6209, issued by the Bureau of In- 
ternal Revenue under date of December 8, 
1947, prescribes procedure and methods for 
setting up and maintaining bad debt re- 
serves in the case of banks. 


Approval is granted banks to use a mov- 
ing average experience factor to determine 
the ratio of losses to outstanding loans for 
years after December 31, 1946. Such a 
moving average is to be determined on a 
basis of twenty years including the taxable 
year. The percentage so obtained applied 
to loans outstanding at the close of the tax- 
able year determines the amount of permis- 
sible reserve, in the case of a bank changing 
to the reserve method in such year, and 
the minimum reserve which the bank will 
be entitled to maintain in future years. 


A bank, following a change to the reserve 
method, may continue to take deductions 
from taxable income which are equal to 
the current moving average percentage of 
actual bad debts times the outstanding loans 
at the close of the year, or an amount suf- 
ficient to bring the reserve at the close of 
the year to the minimum mentioned above, 
whichever is greater. These continued de- 
ductions will be allowed only in such 
amounts as will bring the accumulated total 
at the close of any taxable year to a total 
not exceeding three times the moving av- 
erage loss rate applied to outstAnding loans. 


6 Regulations 111, Section 29.23 (k)-1 (c). 
7 Ibid. 
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In computing the moving average per- 
centage of actual bad debt losses to loans, 
the average should be computed on loans 
comparable in nature and risk to those 
outstanding at the close of the current tax- 
able year involved. Loans which are in- 
sured or guaranteed one hundred per cent 
by the United States Government should 
be eliminated from calculations for all years. 
Losses not in the nature of bad debts re- 
sulting from ordinary conduct of the present 
business should be eliminated. A newly 
organized bank or a bank without sufficient 
years’ experience for computing an average 
will be allowed to set up a reserve com- 
mensurate with the average experience of 
similar banks, preferably in the same local- 
ity, with respect to the same type of loans, 
subject to adjustment after a period of years 
when the bank’s own experience is estab- 
lished. Bad debt losses sustained are to 
be charged to the reserve, and recoveries 
made on specific debts which have been 
previously charged to the reserve by a bank 
on the reserve method of treating bad debts 
should be credited to the reserve. 


Securities 


Securities may be defining as including 
bonds, debentures, notes, certificates or 
other evidences of indebtedness issued by 
any corporation (including those issued by 
a government or political subdivision thereof), 
with interest coupons or in registered form. 


For completely worthless securities, if 
capital assets, deduction is limited except in 
the case of (1) banks, (2) securities of affili- 
ated corporations or (3) war losses. The 
limitation is that the loss is considered as 
one from the sale or exchange of capital 
assets on the last day of the taxable year. 


No deduction, except to banks, is allowed 
for partially worthless securities. 


Nonbusiness Debts 


Section 124 of the 1942 Revenue Act 
added to the Code a new provision® for 
special treatment of nonbusiness debts, ap- 
plicable in the case of a taxpayer other than 
a corporation, for taxable years beginning 
after December 31, 1942. 


A nonbusiness debt is any debt other than 
(1) a debt evidenced by a “security”—viz., 
bonds, debentures, notes, certificates or 
other evidences of indebtedness issued by 
any corporation (including those issued by 


8 Section 23 (k) (4). 
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a government or _ political subdivision 
thereof), with interest coupons or in regis- 
tered form—and (2) a debt the loss from 
the worthlessness of which is incurred in 
the taxpayer’s trade or business. The de- 
duction of a completely worthless nonbusi- 
ness debt is treated as the deduction of a 
short-term capital loss subject to the limi- 
tation provided in Code Section 117(d)(2). 


For a partially worthless nonbusiness 
debt, there is no deduction. 


Mortgage Debts upon Foreclosure 


If mortgaged or pledged property is law- 
fully sold (whether to the creditor or to 
another purchaser) for less than the amount 
of the debt, and the portion of the indebted- 
ness remaining unsatisfied after such sale 
is wholly or partially uncollectible, the mort- 
gagee or pledgee may deduct that amount 
as a bad debt for the year in which such 
worthlessness occurs. Where the mort- 
gagor is a corporation and the debt is repre- 
sented by a “security” as defined above, 
the limitation on capital loss applies to a 
taxpayer other than a bank. In the case of 
banks, the loss is deductible in full as 
a bad debt. 


Real Estate Acquired 
Through Foreclosure 


Where a bank acquired real estate in lieu 
of debt, the receipt of the real estate is 
considered as the receipt of payment on 
the debt. If the value of the real estate 
is less than the basis of the debt, the dif- 
ference may be deducted as a bad debt. 
Thereafter, however, the relationship of 
debtor and creditor no longer exists. <A 
charge-off of a portion of the value of such 
real estate after acquisition, even under 
direction of a supervisory authority, may 
not be taken as a bad debt deduction. 


Status of Stocks 


A charge-off against stock, even if ac- 
quired in lieu of a debt, and even if directed 
by supervisory authority, is not allowable 
as a bad debt deduction, the loss, if any, 
being allowable in full in the year in which 
the stock can be proved to have become 
wholly worthless. (There may, however, 
have been a bad debt deduction at the time 
the stock was received in lieu of the debt.) 
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Special Period of Limitations 


Code Section 322(b)(5), added by Sec- 
tion 169 of the 1942 Revenue Act, provides 
that if a claim for credit or refund relates 
to an overpayment on account of the de- 
ductibility of a debt as a debt which became 
worthless, or of a loss from worthlessness 
of a security, as that term is defined in 
Code Sections 23(g)(3) and 23(k)(3), or 
on account of the effect that the deducti- 
bility of a debt or loss described above has 
on the application of a carry-over, by the 
taxpayer, claim may be filed within seven 
years from the date provided by law for 
filing the return for the year with respect 
to which the claim is made. Section 322 
(b)(5) relates only to entirely worthless 
debts® and is applicable to taxable years 
beginning after December 31, 1938. Prior 
to 1942 the three-year period of limitation 
applied; and if a taxpayer took a deduction 
in one year, only to discover by later evi- 
dence that the debt became worthless three 
or more years previously, the deduction was 
lost forever. Therefore, Code Section 322 
(b)(5) relieves that inequitable situation and 
provides greater flexibility to the allowance 
of bad debt deductions in the proper year. 
The carry-over, referred to above, relates 
to such carry-overs as are provided in Sec- 
tion 117(e), concerning the carry-over of a 
capital loss, and in Section 122(c), concern- 
ing the net operating loss carry-over. In 
the case of debts which were charged off 
on the books of the taxpayer in a previous 
taxable year, but for which no deduction 
was taken on the tax return for that prior 
year, this special period of limitation is 
applicable because an “overpayment” of tax 
has been made, no deduction having been 
taken for the year in which actual worth- 
lessness occurred. 


Recovery of Items 
Previously Deducted 


Prior to the addition of Section 22(b) (12) 
to the Internal Revenue Code by Sec- 
tion 116 of the Revenue Act of 1942, the 
law contained no specific provision on the 
subject of recoveries. The so-called “tax- 
benefit” rule thereby enacted, applicable to 
all prior taxable years, provides. that 
amounts attributable to the recovery of a 
(1) bad debt, (2) prior tax or (3) delin- 
quent amount are not includible in gross 
income if the prior deduction or credit 
allowed for such item did not reduce the 





® Regulations 111, Section 29.322-7 (c). 
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income tax liability of the taxpayer. If the 
prior deduction or credit did reduce the 
income tax liability of the taxpayer, to that 
extent the recovery is taxable. The amount 
of the recovery which is excludible from 
gross income is called the “recovery exclu- 
sion,” otherwise referred to as “Section 22 
(b)(12) items.” 


For the purpose of such recoveries, the 
following definitions apply: 


(1) Bad debt—This term covers any debt 
which was allowed as a deduction in a prior 
taxable year because of complete or partial 
worthlessness, including a deduction for 
worthless securities (bonds, etc.) as defined 
in Section 23(k)(3). Nonbusiness bad debts 
deducted in 1943 or later years as short- 
term capital losses will also be included. 
Section 22(b)(12) does not apply to recov- 
eries of bad debts by a taxpayer using the 
reserve method. 


(2) Prior tax—Any tax on account of 
which a deduction or credit was allowed 
in a prior taxable year is termed a prior tax. 


(3) Delinquency amount—This includes 
an amount which was allowed as a deduc- 
tion or credit in a prior taxable year and 
which was attributable to the delinquent 
filing or a return or delinquent payment of 
a tax, or to the nonfiling or nonpayment of 
a tax—for example, interest on delinquent 
taxes. Penalties on federal taxes are not 
deductible. 


(4) Losses, expenditures and accruals.— 
Code Section 22(b)(12) provides that in- 
come attributable to the recovery of bad 
debts, prior taxes and delinquency amounts 
during any taxable year shall be excluded 
from gross income to the exent of the “re- 
covery exclusion.” The Board of Tax Ap- 
peals, in decisions prior to enactment of 
this section, applied the rule in certain cases 
to recoveries other than the three above- 
mentioned items. Chief of these decisions 
was that in the case of Dobson [CCH Dec. 
12,474], 46 BTA 770, covering recovery in 
1939 on stock losses taken in returns of a 
prior year. The Eighth Circuit ([43-1 ustc 
{ 9332] 133 F. (2d) 732) rejected this ap- 
plication of the tax-benefit rule on March 
2, 1943; but the Supreme Court ([44-1 ustc 
7 9108] 320 U. S. 489), on December 20, 
1943, upheld the ruling of the Board. On 
May 10, 1943, the Treasury Department 
issued T. D. 5454, amending Regulations 
111, Section 29.22(b)-12(1), to make the 
tax-benefit rule applicable to other types of 
recoveries than those specifically mentioned 
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in the law. Referring to the specific items 
covered in Section 22(b)(12), the amend- 
ment provides as follows: 


“The rule of exclusion so prescribed by 
statute applies equally with respect to all 
other losses, expenditures, and accruals 
made the basis of deductions from gross 
income for prior taxable years, including war 
losses, referred to in Section 127, but not 
including deductions with respect to depre- 
ciation, depletion, amortization, or amortiza- 
ble bond premiums.” 


Treatment of Debt Recoveries 


Any amount collected on a debt treated 
as wholly worthless in a prior year is a 
“recovery,” either taxable or nontaxable, 
according to whether or not tax liability 
was reduced in the year of charge-off. 


As to a debt treated as partially worthless 
in a prior year, any amount collected will 
first apply to the part not deducted. After 
full payment of the part not deducted, any 
further collection will apply to the partial 
amount deducted and will be deemed a 
“recovery.” 


When a debt is deducted in more than 
one year by reason of partial worthlessness, 
each such deduction of a part of the debt 
is considered a separate Section 22(b) (12) 
item. A recovery with respect to such 
debt is considered first a recovery for which 
there are recovery exclusions. If there are 
recovery exclusions for two or more items 
resulting from the same bad debt, such 
items are considered recovered in the order of 
the taxable years in which they were de- 
ducted, beginning with the latest.” 


The recovery of bad debts which were 
never deducted does not result in taxable 
income. 


The term “recovery” does not include the 
gain arising from an amount received on 
account of a Section 22(b)(12) item “which, 
together with previous such receipts, ex- 


ceeds the deduction or credit previously al- 
lowed.” 7 


A taxpayer who has received the benefit 
of deductions improperly claimed for debts 
represented to be worthless is estopped 
from asserting that recoveries on such debts 
should not be included in gross income. 





2 Regulations 111, Section 29.22 (b) (12)-1 
(a) (2). 

1 Regulations 111, Section 29.22 (b) (12)-1 
(a) (3). 
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Bad debts or taxes deducted by predeces- 
sors and acquired in reorganization are 
held to have a zero basis in the hands of 
transferor and transferee, so that recoveries 
on such debts constitute taxable income. 


If property is received from a debtor 
whose debt has been previously deducted, 
the amount includible in gross income is 
the market value of property. 


No income results from the mere restora- 
tion of bad debts to the books on account 
of bad debts previously deducted. 


Where sales are reported on an install- 
ment basis, recoveries on accounts receivable 
charged off as bad debts should be reported 
in full as income in the year received. 


For taxable years after December 31, 1937, 
bad debts on account of worthless securities, 
and for taxable years after December 31, 
1942, nonbusiness bad debts, are treated as 
losses from the sale or exchange of capital 
assets. Any part of such losses which, under 
Section 117(d), are carried over to a subse- 
quent year are considered Section 22(b) (12) 
items for the year in which the loss is 
sustained. Any later receipt of an amount 
with respect to such deducted loss is a 
recovery. Bad debts are considered the last 
capital losses deducted under Section 117(d) 
or carried over under Section 117(e). 


Recoveries on bad debts previously 
charged to the bad debt reserve are not 
income as such, but are credits to the re- 
serve, thus decreasing the addition to the 
reserve for the current year necessary to 
bring it up to a reasonable amount. 


Where reasonable additions to a reserve 
for bad debts have been made in prior years, 
but it is subsequently found that the bal- 
ance of the account is excessive, the excess 
is not income, but operates to diminish 
current and future additions, which would 
normally be made through charges to profit 
and loss. 


Where an excessive reserve is reduced to 
a reasonable amount by a transfer of the 
excess to surplus, such excess constitutes 
income, on the theory that unexpended bal- 
ances of deductible reserve accounts consti- 
tute income in the year the reasons for 
which they were created cease to exist. 


As a condition to the right to change 
from the reserve method of treating bad 
debts to that of deducting those debts which 
are actually worthless, the taxpayer is re- 
quired to include in gross income for the 





12 Regulations 111, Section 29.22 (b) (12)-1 
(a) (2). 
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year of the change the balance in the re- 
serve, which should equal the excess of 
the amounts added to the reserve and taken 
as deductions during prior years under the 
reserve method over the bad debts actually 
ascertained to be worthless and charged off 
during those years. 


Treatment of Tax Recoveries 


Refunds and recoveries of taxes (also cus- 
toms duties and expenses) properly deducted 
in prior years are income in the year in 
which they are obtained. This follows the 
case of Baltimore Transfer Company [CCH 
Dec. 15,534], 8 TC 1 (1947), which held that 
the propriety of accruals must be judged 
by the facts which the taxpayer “knew or 
could reasonable be expected to know at the 
closing of the books for the taxable year,” 
and that events occurring in a subsequent 
year may not “be seized upon as a basis for 
determining the allowable deductions of an 
earlier period.” 


In Security Flour Mills Company v. Com- 
missioner [44-1 ustc J 9219], 321 U. S. 281 
(1944), it was held that a taxpayer may 
not accrue a tax if the amount is unsettled 
or the liability is contingent on the outcome 
of future events. Under this decision, a 
recovery or cancellation of taxes previously 
deducted will not be income if the deduction 
was improper. The income of the previous 
year would be adjusted by disallowing the 
improper deductions. The tax benefit would 
thus be eliminated. 


If proper deductions in the prior year did 
not reduce taxable income for that year, 
the recovery does not constitute taxable in- 
come in the year recovered. (See full ex- 
planation above on page 814.) 


The principles applicable to a refund of 
taxes previously paid and deducted apply 
also to an abatement of taxes previously 
accrued and deducted but never paid. 


Taxes which were capitalized when paid 
are not income when refunded. But where 
the property to which the taxes were 
charged was sold prior to the taxable year 
of the refund, and the cost used in computing 
the gain on the sale of the property in- 
cluded such taxes, the refund is taxable 
income. 


Code Section 128™ provides that, effective 
for taxable years beginning after December 
31, 1940, recoveries of unconstitutional fed- 
eral taxes may be excluded from income of 





13 Added by Section 157 of the Revenue Act 
of 1942. 


the year of recovery if the taxpayer consents 
to the adjustment of his income tax liability 
for the year such tax was deducted. The 
effect of this adjustment is to put the income 
attributable to the recovery in the same year 
in which the taxpayer deducted the uncon- 
stitutional tax. (This section was originally 
enacted to apply to taxes imposed under 
the Agricultural Adjustment Act.) ; 


Losses, Expenditures and Accruals 


The recovery of expense items previously 
deducted constitutes taxable income for the 
year of recovery. If no tax benefit was 
derived in the prior year, the recovery is 
nontaxable income for the year in which 
the item is recovered. 


As to unclaimed wages, uncashed checks 
and unpaid expense claims, the rule is that 
when a liability or reserve account properly 
created in an earlier year has ceased to be a 
true liability or reserve in a later year, it 
should be reversed and the amount reported 
as income in the year of the reversal. 


Released reserves are treated as follows: 


(1) Proper deductions taken for a reserve 
set up in anticipation of contingent costs in 
carrying on a business (e.g., premium cou- 
pons payable in merchandise)” are subject 
to adjustment to actual cost. An unexpended 
balance in reserve is treated as income real- 
ized in the year in which the extent of the 
liability is finally determined. 


(2) Improper deductions, such as the 
amount of advances to foreign agents in- 
stead of actual expenditures by them, require 
an adjustment of income for the year in 
which the deductions were claimed, if such 
year is still open. But if barred by the 
statute of limitations, the adjustment con- 
stitutes income for the year in which it 
was made. 

(3) A balance in a reserve for bad debts 
set up against purchased notes constitutes 
income for taxable year if all the purchased 
notes were previously collected or charged off. 


If collected in a later year, accounts re- 
ceivable listed as worthless when received 
by a stockholder in liquidation represent 
taxable income to the former stockholders 
in that year. 


Recoveries, in subsequent years, of stock 
losses taken in “tax-loss years” are non- 
taxable income to the extent that no tax 
benefit was derived in the prior years. 





144 Regulations 111, Section 29.42-5. 


816 September, 1949 e@ TA X ES — The Tax Magazine 















































Upon cancellation of an agreement, any 
unpaid interest thereunder which was ac- 
crued on the books and deducted on tax 
returns in “tax-loss years’ does not con- 
stitute taxable income in the year the orig- 
inal agreement was canceled, provided that 
the deduction effected no reduction in tax 
liability. 

Recovery of premiums paid by a taxpayer 
on a policy on the life of the debtor and 
added to the debt, which was charged off 
and deducted in a “tax-loss year,” does not 
constitute taxable income if no tax benefit 
resulted from the deduction. 


Damages which represent compensation 
for loss of profits are treated as ordinary 
income, whereas damages for destruction of 
a business or of the good will of the tax- 
payer are considered a return of capital, 
and hence are taxable. 


New York Personal Income Tax 


The New York state law unqualifiedly 
permits the deduction of bad debts. They 
may relate to personal as well as business 
matters, but in the case of loss of personal 
debt the deduction may be subjected to close 
scrutiny to distinguish it from a gift. The 
deduction may be based upon bad debts 
wholly or partially charged off during the 
year or upon a reasonable addition to a 
reserve for bad debts if such a reserve 
is maintained by the taxpayer. The tax- 
payer has the burden of proving the pro- 
priety of a complete or partial charge-off, 
both as to the element of worthlessness and 
as to the time of the charge-off. The deduc- 
tion may not exceed the January 1, 1919 
value of the debt or the value used by the 
taxpayer in reporting income. No bad debt 
deduction may be taken in connection with 
the writing off of worthless securities” or 
a secured debt where the lienor acquires 
the property. However, where mortgaged 
property or pledged property is sold to a 
person other than the lienor, the latter may 
take a deduction for any resulting bad debt. 


A worthless debt arising from unpaid 
wages, salary, rent or any similar item of 
taxable income accrued since January 1, 
1919, is not an allowable deduction unless 
the income which the item represents has 
been formerly reported by the taxpayer. 


15 Where formal corporate obligations ordi- 
narily dealt in on a securities exchange, such 
as bonds, stock and stock rights, become worth- 
less, such a transaction, under the law, is 
classified as a ‘‘sale or exchange.’’ If such 
securities are ‘‘capital assets’’ (as they are if 
held by persons other than dealers), and if they 
are wholly worthless and are charged off by the 


Bad Debts 


Only the difference between the amount 
received in distribution of the assets of a 
bankrupt and the amount of the claim 
against him may be deducted as a bad debt. 


The difference between the amount re- 
ceived by a creditor of a decedent in dis- 
tribution of the assets of the decedent’s 
estate and the amount of his claim may be 
considered a worthless debt. 


Accounts receivable purchased and later 
proved uncollectible may, when charged off 
on the books, be deducted as bad debts. 
The deduction is based on cost price and not 
upon face value. 


Recoveries on bad debts previously 
charged off are to be reported as income in 
the year of recovery, except that such re- 
covery in years commencing on and after 
January 1, 1942, may be excluded if the 
corresponding bad debt deduction was taken 
within the three prior taxable years and did 
not effect a reduction in the taxpayer’s tax. 


Amounts recovered on debts which were 
previously charged against a reserve are 
excluded from income and credited to the 
reserve account. 


A recovery on a worthless security previ- 
ously charged off as a capital loss should 
be regarded as a capital gain. Where the 
charge-off was made against gross income 
(under the former basis of tax), the recovery 
is taxable income. 


State and National Banks 


The New York law provides for treat- 
ment of bad debts incurred by state and 
national banks through loans” in either of 
two ways: (1) by a deduction from income 
as to debts ascertained to be worthless in 
whole or in part; or (2) by a deduction of 
an addition to a reserve for bad debts from 
income, the method selected, or a change 
in method, to be subject to approval by 
the State Tax Commission. With respect 
to taxpayers other than savings banks, no 
deduction is allowable for the part of a debt 
ascertained to be worthless prior to January 
1, 1926. Where all facts and circumstances 
indicate that a debt is worthless, either 
wholly or in part, the amount which is 
worthless and charged off within the year 
on the books is an allowable deduction. 





holder, a capital Joss will result, and will be 
reported as such 6n the tax return. The sur- 
render of corporate stock or bonds by the holder 
thereof to the issuing corporation for retire- 
ment is included in the definition of ‘‘sale or 
exchange.”’ 


16 Regulations Article 52. 
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Also, if a debt is wholly or partially credited 
to a specific reserve account for that debt, 
having the effect of removing the debt from 
the assets of the taxpayer, such credit is 
considered a charge-off. 


Where banks or other corporations which 
are subject to supervision by federal or 
state authorities charge off debts in whole 
or in part, pursuant to the order, suggestion 
or policy of such authority, those debts, in 
the absence of affirmative evidence clearly 
establishing the contrary, are presumed, for 
the purpose of measuring the tax as of the 
date of the charge-off by the taxpayer, to be 
worthless or recoverable only in part, as the 
case may be. 


Where mortgaged or pledged property” 
is lawfully sold for less than the amount 
of the debt, whether to the creditor or to 
another purchaser, the resulting deficiency 
after applying the cash proceeds from the 
sale, or the fair market value if bid in by the 
creditor, may, if ascertained to be uncollecti- 
ble and charged off, be deducted as a bad 
debt. Accrued interest may be included as 
part of the deduction only when it has been 
previously returned as income. 


No deduction is allowable for a loss on 
stocks or bonds™ merely on account of 
shrinkage in value through fluctuation of the 
market or otherwise. The loss allowable is 
that actually sustained upon the disposition 
of the stock or bonds. 


Where stock or bonds become worthless, 
the cost, or market value, if acquired prior 
to January 1, 1926, may be deducted in the 
taxable year in which worthlessness occurs, 
provided that satisfactory proof of such 
worthlessness is furnished. 


If banks or other corporations under spe- 
cific order of supervisory federal or state 
authorities charge off stock or bonds as 
worthless, or write them down to a nominal 
value, such stock or bonds, in the absence 
of affirmative evidence clearly establishing 
the contrary, are presumed for income tax 
purposes to be worthless. An ordered par- 
tial write-down, merely as a conservative 
measure, based on a lower market, is not 
sufficient to warrant an allowable deduction 
thereon, as such a condition would conflict 
with provisions in the first paragraph of 
Regulations Article 54, relating to market 
fluctuation. It will be noted that the state 
regulation is not as liberal as the federal. 


Recoveries Under New York Law 


Regulations Article 52-A (amended July 
10, 1939) relates to recoveries on loans 





1 Regulations Article 53. 
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(exclusive of those evidenced by bonds or 
other securities) charged off at the direction 
of federal or state supervisory authorities, 
and provides for exclusion from gross in- 
come in the year of the recovery if the 
charge-off in the prior year did not serve 
to reduce the tax computable upon net in- 
come. The facts relative to recoveries may 
be summarized as follows: 


(1) Article 52-A implies that recoveries 
on loans (exclusive of those evidenced by 
bonds or other securities) charged off at the 
direction of federal or state bank examiners 
constitute taxable income in the year of 
recovery to the extent that the charge-off, 
when made, served to reduce the tax com- 
puted upon net income of that year. 


(2) Recoveries on loans (exclusive of 
those evidenced by bonds or other securi- 
ties) charged off at the direction of federal 
or state bank examiners may be excluded 
from gross income to the extent that such 
write-offs did not serve to reduce the tax 


- computable upon net income in the year of 


the charge-off. 


(3) The phrase “exclusive of those evi- 
denced by bonds or other securities,” which 
appears in brackets in Article 52-A, refers 
to formal corporate obligations ordinarily 
dealt in on a securities exchange, such as 
stock, stock rights and bonds. The reason 
for the exclusion is that charge-offs at the 
direction of supervisory authorities usually 
are partial in character, are directed for 
purposes of conservatism and are based on 
market quotations. Such a charge-off would 
not constitute an allowable deduction under 
the first paragraph of Regulations Article 
54, even when the charge-off was ordered by 
supervisory authorities; and if no deduction 
is taken, the tax basis will remain un- 
changed. The last paragraph of Regulations 
Article 54 provides that if, in accordance 
with orders of supervisory authorities, stock 
or bonds are written down as worthless or 
to a nominal value, and if no evidence es- 
tablishes the contrary, a deduction is allow- 
able for income tax purposes. 


Likewise, Regulations Article 54 provides 
that if stock or bonds become actually worthless 
and are ordered charged off by bank personnel, 
a deduction is allowable for income tax 
purposes. In each of these cases of allowable 
deductions under Article 54 the exclusion 
in Article 52-A apparently would not be 
operative. 


(4) Regulations Article 52-A is silent in re- 
gard to recoveries on loans which were 





18 Regulations Article 54. 


» 





ee NSN Sr at NSIC Be at 


bata ri aak sth Ne batt itiniene Nei mo 








— =. = 


— eae ON 


le 














| 
| 


ca a NO a ae AE mc 


sh i cd aL 


| 
| 
| 
| 


charged off at the order of bank personnel 
during “tax-loss years.” It is reasonable to 
assume, however, that recoveries on such 
charge-offs should also be excluded from 
gross income to the extent that the charge- 
offs did not serve to reduce the tax. In this 
connection, it might here be cited that Arti- 
cle 52, on the subject of bad debts, provides 
that the authorization therein of deductions 
for debts ordered charged off by supervisory 
federal or state authorities are not to be 
construed as limiting the validity of charge- 
offs not directed by such supervisory au- 
thorities. 


(5) Regtlations Article 52-A contains no 
provision for exclusion from gross income 
of recoveries on taxes or delinquency 
amounts charged against income and taken 
as deductions on tax returns in “tax-loss 





years.” The assumption is not warranted 
that the regulation was intended to embrace 
recoveries other than on loans. The state 
may well contend that any such recoveries 
on taxes or delinquency amounts paid out 
should be reported as taxable income in the 
year of recovery. Taxpayers, on the other 
hand, may invoke federal decisions indicat- 
ing that even apart from the statute, such 
recoveries are not income. 


(6) Although Regulations Article 52 ap- 
pears, by reason of its broad scope, to re- 
quire the inclusion in taxable income of 
recoveries received on loans which were 
charged off the books in prior years but 
never taken as deductions in tax returns, 
such treatment seems quite harsh. Re- 
coveries in such cases should not be in- 
cludible as taxable income. — [The End] 
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The author points out what 
he calls a “mood” of the Tax 
Court, that is, a tendency, re- 
flected by pertinent decisions, 
to look upon loans by stock- 


holders as further investment 





in the corporation. 





I UNDS may be supplied to a corporation 

as capital or as a loan. The method of 
financing should be decided on the basis 
of practical considerations, but 
with an eye to the tax consequences of each 
method of advancing funds to the corpo- 
ration. As a general proposition, the tax 
consequences are as follows. 


business 


First, as to payment for the use of the 
money: If money is lent to the corporation, 
the creditor receives interest. If money is 
invested in the corporation, the investor re- 
ceives dividends. Although interest and 
dividends both constitute ordinary income 
to the recipient, the former is a deductible 
expense to the corporation, whereas the 
latter is not deductible. Therefore, it is 
more advantageous taxwise to pay interest 
rather than dividends. 

Second, as to repayment: If money is 
lent to the corporation, it must be repaid 
at the maturity date. Thus, the creditor’s 
money is returned to h'm during the life of 
the corporation; nor does any income tax 
result to him by virtue of the repayment. 
In fact, the very repayment of the loan may 
constitute a sufficient reason to the corpo- 
ration, under 102 of the Internal 
Revenue Code, for not distributing dividends 
—that is, it is important to pay off debts 
before declaring dividends. If money is in- 
vested in the corporation, it may not be 
returned to the stockholder until liquidation. 
Any attempt to return the money to’ the stock- 
holder during the continuance of the corpora- 
tion may, to the extent that the corporation 
has earnings, be treated as the distribution 
of a dividend and taxed to the recipient as 
ordinary income under Section 115(g) of 
the Internal Code. 
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Third, as to failure of payment: If money 
is lent to the corporation, worthlessness of 
the obligation resulting from inability to 
repay is a bad debt.’ At the worst, if it is a 
nonbusiness bad debt under Section 23(k) 
(4), the taxpayer sustains a short-term cap- 
ital loss. If, however, it is found to be a 
business bad debt, the créditor has a regular 
deduction for the amount of the loss. Fur- 
ther, if the debt arose as part of a business 
regularly carried on by the creditor, thé 
bad debt is to be considered as part of a 
net operating loss for carry-back and carry- 
forward purposes. For the above purposes 
it is not necessary that the debt be com- 
pletely worthless. The same rules apply to 
any part of the debt which is worthless, 
so that the deductions are equally available 
where the debt is partially worthless. If 
money is invested in the corporation, worth- 
lessness of the investment is a capital loss.* 
As a general proposition, this will be a long- 
term capital loss,*> and is subject to the 
limited tax treatment of long-term capital 
losses. As such, only one half of the loss 
is considered; and this is deductible only 
against capital gains. It is not deductible 
from ordinary income, and is not available 
in determining the net operating loss for 
carry-back and _ carry-forward purposes. 
Finally, there is no deduction for partial 
worthlessness. 

3ecause of the obvious tax advantage of 
lending money to a corporation rather than 
investing in it, there has developed in re- 
cent strong tendency to under- 
capitalize, wherever practical, a new closely 


years a 


1 Code Section 23(k). The result will be dif- 
ferent if the security constitutes an obligation 
under Section 23(k)(3). 

2? Code Sections 23(g) and 117(a). 

A long-term capital loss results where more 
than six months have elapsed between the date 
of issue and the last day of the vear of worth- 
lessness. Code Section 23(g). 
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held corporation, and then to lend to that 
corporation whatever additional funds it 
may need to get started. The creditors re- 
ceive interest which the corporation may 
deduct; they recover their principal at the 
end of a specific period, and at the same 
time give the corporation an excuse, under 
Section 102, for not distributing dividends; 
and any worthlessness is deductible in full 
as a bad debt or as a short-term capital loss. 
Although this method of financing may thus 
be more desirable, in view of. some recent 
Tax Court decisions a word of caution to 
would-be lenders rather than investors is 
appropriate at this point. 

It is common knowledge among tax 
practitioners that the realities of the situa- 
tion will be scrutinized by the Commis- 
sioner and the Tax Court in each case to 
determine whether money was in fact lent 
to a corporation or invested’ in it. It is 
the intention of the parties that controls; * 
but this is a question of substance, not of 
form. Although the name given to the in- 
strument is evidence of the intent of the 
parties,’ merely calling it a loan does not 
make it a loan. Nor does it matter that one 
result or another was intended. The real 
intent depends upon what the parties did, 
that is, the nature of the instrument which 
they created and the facts surrounding the 
creation of the instrument. 

Many factors are considered in determin- 
ing the true nature of the security issued. 
First, the liability for interest is determined. 
If this is qualified, or made dependent upon 
the existence of earnings, it assumes the 


4 Verifine Dairy Products Corporation of She- 
boygan, Inc. [CCH Dec. 13,740], 3 TC 269; 
Brush-Moore Newspapers, Inc. [CCH Dec. 
10,016], 37 BTA 787. 

5 Staked Plains Trust; Ltd. [CCH Dec. 
13,415(M)], 2 TCM 566; aff'd [44-2 ustc f 9385] 
143 F. (2d) 421 (CCA-5, 1944). * 


Investor-Creditor Relationship 


nature of a dividend. On the other hand, 
absoluteness of the obligation is indicative 
of a debt.’ Second, the existence of a defi- 
nite obligation to pay a fixed amount of 
money is characteristic of a debt. As a 
follow-up, there should also be the right to 
sue in the event of nonpayment,” the ab- 
sence of such right being a criterion of an 
investment.” Probably the most signficant 
indication of a debt is the presence of a 
fixed maturity date,” the absence of which 
is characteristic of an investment relationship.” 

In deciding the question of debt or in- 
vestment, the courts are paying increasing 
attention to a new factor. That is, where 
loans are made at the inception of a corpo- 
ration by persons who are also stockholders, 
the amount lent by each stockholder is 
in similar proportion to the amount in- 
vested by him, and the amount invested in 
stock is nominal as compared with the 
amount lent to the corporation and the 
capital need of the corporation, the tendency 
of the courts is to regard this combination of 
circumstances as a strong investment feature.” 





6 Petit Anse Company [CCH Dec. 14,320(M)], 
3 TCM 1183; aff'd [46-1 ustc { 9260] 155 F. (2d) 
797 (CCA-5, 1946). 

7 Elliott-Lewis Company, Inc. [CCH Dec. 
14,374(M)], 4 TCM 136; aff’d [46-1 ustc { 9216] 
154 F. (2d) 292 (CCA-3, 1946). 

8 Bakers’ Mutual Cooperative Association of 
Newark [CCH Dec. 10,831], 40 BTA 656; aff'd 
[41-1 ustc § 9181] 117 F. (2d) 27 (CCA-3, 1941). 

® Fidelity Finance Service, Inc. [CCH Dec. 
12,823-B]. BTA memo. op. (1942). 

0 Green Bay & Western Railroad Company 
(CCH Dec. 13,757], 3 TC 372; aff’d [45-1 ustc 
7 9189] 147 F. (2d) 585 (CCA-7, 1945). 

11 Industrial Addition Association [CCH Dec. 
12,921], 1 TC 378; aff'd [45-1 ustc 7 9296] 149 F. 
(2d) 294 (CCA-6, 1945). 

2 Swoby Corporation [CCH Dec. 16,123], 9 TC 
887. 

8 Wilshire and Western Sandwiches, Inc. 
[CCH Dec. 16,493(M)], 7 TCM 406; Mullin Build- 
ing Corporation [CCH Dec. 16,013], 9 TC 350 
(reviewed by court); aff'd [48-1 ustc { 9261] 167 
F. (2d) 1001 (CCA-3, 1948). 


821 





In fact, the present mood of the Tax 
Court seems to be to treat such loans as 
investments unless they are strictly treated 
as loans by the parties in every other re- 
spect.* For example, if the payment of in- 
terest is actually or practically dependent 
upon the existence of earnings, that may be 
enough to swing the tide in favor of an 
investment.” Again, if the loans are not 
immediately set upon the books as loans, 
if no maturity date is set, if no attempt at 
collection is made at maturity, if payment 
of the loans is dependent upon the existence 
of earnings so that the amount of the loans 
is subject to the risks of the business, or 
if there is any other feature inconsistent 
with the existence of an orthodox loan, the 
court may conclude in favor of an invest- 
ment regardless of the fact that the parties 
intended a loan.* 


This recent development is particularly 
important in view of the common current 
tendency to undercapitalize corporations and 

14 Ibid. 


8 Ibid. 
16 Ibid. 
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supply needed working capital in the form 
of loans. To those taxpayers it is important 
to urge the most orthodox type of instru- 
ment to evidence the indebtedness, and a 
most conservative treatment of the debt on 
and off the books of the corporation. In 
other words, as creditors of the corpora- 
tion, the taxpayers should act in the same 
manner as any other creditor who is not 
a stockholder would act. Otherwise, the 
debt may be treated as an investment and 
the creditors as stockholders. The result 
would be that interest payments could be 
regarded as dividends, which are not deduc- 
tible by the corporation; and amounts dis- 
tributed in retirement of the debt could be 
treated as dividends under Section 115(g) 
of the Internal Revenue Code, that is, as 
amounts distributed in redemption of stock 
under such circumstances as to be essen- 
tially equivalent to the distribution of a 
taxable dividend. Further, all the other 
characteristics of stock, as distinguished from 
debt, as described above, might be imposed 
upon the would-be creditors, who are re- 
garded for tax purposes as stockholders. 
[The End] 
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Jurisdiction of District Courts 
in Tax Refund Suits 


By VICTOR R. WOLDER — — 


Attorney, New York City 


ON JULY 12 THE DISTRICT COURT DECIDED THE ROXBORO CASE. MR 
WOLDER HAS PROMISED AN ARTICLE ON THE DECISION WHICH ALSO 
WILL DISCUSS THE RIGHT TO INTERPOSE A TAX COUNTERCLAIM ... 





RIOR TO SEPTEMBER 1, 1948, it 

was accepted beyond question that the 
District Courts of the United States had 
jurisdiction concurrent with that of the 
United States Court of Claims in tax re- 
fund cases on all claims not exceeding 
$10,000, and on claims exceeding that amount 
‘ff the collector of internal revenue by 
whom such tax, penalty or sum was collec- 
ted [was] dead or not in office as collector 
of internal revenue at the time such suit 
or proceeding [was] commenced.” (28 USC 
Section 41(20).) However, Title 28 of the 
United States Code, applicable to the judici- 
ary and judicial procedure, was generally 
revised; as it now stands, it was re-enacted 
into law and approved on June 25, 1948, 
and became effective on September 1, 1948. 
The Judicial Code, as newly enacted, is 
now the law of the land; and reference 
need not be made to earlier legislation 
from which the sections of the law originated. 


In a report, in the form of a letter, by 
Attorney General Tom C. Clark to Repre- 
sentative Earl C. Michener, the chairman 
of the House Committee on the Judiciary, 
on April 17, 1947, the Attorney General of 
the United States gave his views of the 
proposed legislation: 


“The present United States Code consist- 
ing of 50 titles is a compilation of the 
permanent statutory law of the United 
States. While it is presently valuable for 
practical purposes its usefulness is some- 
what circumscribed by the fact that all of 
it has never been codified. Accordingly 
the bulk of its text establishes only prima 
facie the text of the statutory law of the 
United States. 


Jurisdiction of District Courts 


“The bill under consideration is part of 
the plan for the enactment of the United 
States Code into law. This bill would take 
this step with respect to Title 28 of the 
code. 


“The bill would eliminate much of the 
archaic language employed in the old laws. 
By substituting plain language for awk- 
ward terms, reconciling laws, omitting super- 


‘seding sections and consolidating provisions 


which deal with the same subject, the bill 
would modernize and bring up to date the 
laws relating to the judiciary and judicial 
procedure in much the same manner as 
the federal rules of civil procedure has 
[sic] done in its [sic] field. In addition, 
as has frequently been pointed out, Title 
28 would become a law itself instead of 
only prima-facie law, so that lawyers would 
be spared the work of going to the original 
statute when it is essential to have the 
exact text of a particular law.” (See page 
1699 of 28 USCA.) 


In conjunction with the revision of Title 
28, Mr. Robsion, for the Committee on the 
Judiciary, submitted a report to accom- 
pany H. R. 3214, which subsequently became 
the new Title 28. His report (page 1269 
et seq. of 28 USCA) stated in part: “Some 
minor changes of existing laws were neces- 
sary in revising provisions relating to juris- 
diction of District Courts.” (See page 
1697 of 28 USCA.) 


U. S. v. Roxboro 


As a result of the re-enactment of Title 
28 and the changes made in the jurisdiction 











of the District Courts, a point of law, 
interesting to all tax practitioners and to 
attorneys in general, has been presented to 
the United States District Court for the 
Southern District of New York in a group 
of four cases, which, for the sake of conven- 
ience, we shall refer to as U. S. v. Roxboro 
(Civil Nos. 47-640, 47-641, 47-642, 47-643). 

The United States had a claim against 
the defendants for excessive profits deter- 
mined under the Renegotiation Act by a 
unilateral determination. The defendants 
interposed certain claims for tax refunds 
based on refund claims which had been 
filed more than six months previously with 
the collector of internal revenue, but upon 
which neither that collector’s office nor 
the Commissioner’s office had taken any 
action. The collector to whom the taxes 
had been paid by the defendants was not 
dead, but was very much alive and still 
in office. The government moved to strike 
the defenses of the tax refund counter- 
claims on the ground that the United 
States District Court did not have juris- 
diction over the subject matter of the 
action. The defendants opposed this mo- 
tion on the ground that because of the 
changes made in the Judicial Code, the 
United States District Court did have such 
jurisdiction. 


We set forth here some of the more perti- 
nent provisions of the arguments presented 
by the defendants. 


The appropriate portions of Title 28 and 
the revisers’ notes thereon are as follows: 


Section 1331—“The district courts shall 
have original jurisdiction of all civil actions 
wherein the matter in controversy exceeds the 
sum or value of $3,000, exclusive of interest 
and costs, and arises under the Constitution, 
laws or treaties of the United States.” 


Section 1340.—‘“The district courts shall 
hove original jurisdiction of any civil action 
ar'sing under any Act of Congress pro- 
viding for internal revenue.” 

Section 1345.—. the district courts 
shall have original jurisdiction of all civil 
actions, suits or proceedings commenced 
by the United States.” 


Section 1346.—‘“(a) The district courts 
shall have original jurisdiction, concurrent 
with the Court of Claims, of: 


“(1) Any civil action against the United 
States for the recovery of any internal- 
revenue tax alleged to have been erroneously 
or illegally assessed or collected, or any 
penalty claimed to have been collected 
without authority or any sum alleged to 
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have been excessive or in any manner wrong- 
fully collected under the internal-revenue 
laws . . . even if the claim exceeds $10,000 
if the collector of internal revenue by whom 
such tax, penalty or sum was collected is 
dead or is not in office as collector of 
internal revenue when such action is com- 
menced; 


“(2) Any other civil action or claim 
against the United States, not exceeding 
$10,000 in amount, founded either upon the 
Constitution, or any Act of Congress, or 
any regulation of an executive department, 
or upon any express or implied contract 
with the United States, or for liquidated 
or unliquidated damages in cases not sound- 
ing in tort.” 


Section 1491.—“‘The Court of Claims shall 
have jurisdiction to render judgment upon 
any claim against the United States: 


“(1) Founded upon the Constitution; or 


“(2) Founded upon any, Act of Congress; 
or 


“(3) Founded upon any regulation of an 
executive department; or 


“(4) Founded upon any express or im- 
plied contract with the United States; or 


“(5) For liquidated or unliquidated dam- 
ages in cases not sounding in tort.” 


Section 2402.—‘‘Any action against the 
United States under section 1346 of this 
title shall be tried by the court without a 
jury.” 

Revisers’ notes on Section 1491.—‘‘Dis- 
trict courts are given concurrent juris- 
diction of certain claims against the United 
States under section 1346 of this title.” 


Revisers’ notes on Section 1346—‘‘The 
words in section 41(20) of Title 28 USC, 
1940 ed., ‘if the collector of internal revenue 
is dead or is not in office at the time such 
action or proceeding is commenced’ are 
omitted. 


“The revised section retains the language 
of section 41(20) of Title 28 USC, 1940 ed., 
with respect to actions against the United 
States if the collector is dead or not in 
office when action is commenced, and con- 
sequently maintains the long-existing dis- 
tinctions in practice between actions against 
the United States and actions against the 
collector who made the assessment or col- 
lection. In the latter class of actions 
either party may demand a jury trial, while 
jury trial is denied in actions against the 
United States. See section 2402 of this title.” 
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Government as Private Party 


It was the defendants’ position that the 
United States District Court had juris- 
diction of the counterclaims, if not under 
Section 1331 of Title 28, then at least 
under Section 1345, the specific reason 
being that the actual case before the Dis- 
trict Court had been commenced by the 
United States Government, which, by having 
come before the court, had placed itself 
on the same basis as a private party. 


“Except when qualified and limited in 
certain cases, as, for instance, by the rule 
that neither a statute of limitations nor 
laches will bar the Government of the 
United States in any claim for relief in a 
purely governmental matter [citation of 
authorities], it is well settled that when 
the United States appears as a suitor it 
voluntarily submits to the law, places itself 
upon the same footing as other litigants 
and is not entitled to remedies which can- 
not be granted to individuals [citation of 
authorities].” Shotters Island Shipyard 
Company v. Standard Shipbuilding Corpo- 
ration, 293 F. 706.) 


Once the court has obtained jurisdiction 
of the action, it may proceed as between 
the parties to deal with and dispose of 
questions over which it would not have 
had original jurisdiction, and may proceed 
without deciding the issues upon which 
its jurisdiction was. originally based. 
(Lincoln Gas & Electric Company v. City 
of Lincoln, 250 U. S. 256.) 


Further, the defendants contended, inde- 
pendent of any other section of Title 28, 
or of any other law which is now the law 
of the land, under Section 1340 of Title 28 
the United States District Court had 
original jurisdiction over these counterclaims 
because the action was a civil action arising 
under an act of Congress providing for 
internal ‘revenue. No limitations of any 
kind or nature are placed on this section. 
This is particularly true in view of the 
fact that in an action against a collector, 
the United States Government is the real 
party in interest since a determination in 
the suit against the collector is now fes 
judicata, with like effect as if the United 
States Government were a party to the suit. 
(56 Statutes 956, 957; 26 USC Section 3772.) 


The revisers of Title 28, in their notes 
on the revisions, stated, with respect to 
actions brought against a collector to re- 
cover taxes: 


“In reality all such actions are against 
the United States and not against local 


Jurisdiction of District Courts 




















































collectors. (See Lowe v. U. S., 1938, 58 
S. Ct. 896, 304 U. S. 302, 82 L. Ed. Bé2; 
Manseau v. U. S., D. C. Mich. 1943, 52 FS 
395; and Combined Metals Reduction Co. 
v. U. S., D. C. Utah 1943, FS 739.)” 


Section 3772(d) of Title 26 of the United 
States Code, added by 56 Statutes 956, 957, 
effective October 21, 1942, provides: 


“A suit against a collector (or former 
collector) or his personal representative for 
the recovery of any internal revenue tax 
alleged to have been erroneously or illegally 
assessed or collected, or of any penalty 
claimed to have been excessive or in any 
manner wrongfully collected, shall be 
treated as if the United States had been 
such a party to such a suit in applying the 
doctrine of res judicata in all suits insti- 
tuted after June 5, 1942, in respect to any 
internal revenue tax and in all proceedings 
in the Board [read ‘Tax Court’] and on 
review of decisions of the Board where the 
petition to the Board was filed after such date.” 


It is apparent from this addition to the 
Internal Revenue Code and to the laws of 
the United States that for all practical 
purposes, if not formally, the United States 
Government is made a party to the suit if 
the suit is maintained against a collector. 


Section 1346 of Title 28 is part of the 
former Section 41(20) of that title, which 
provided that in suits against the United 
States, the District Courts had original 
jurisdiction, concurrent with that of the 
Court of Claims, “on all claims not ex- 
ceeding $10,000 founded upon the Consti- 
tution of the United States or any law of 
Congress, or upon any regulations of an 
executive department and of any 
suit or proceeding commenced after the 
passage of the Revenue Act of 1921, for 
the recovery of any internal revenue tax 
alleged to have been erroneously or illegally 
assessed or collected or any sum alleged 
to have been excessive or in any manner 
wrongfully collected under the internal 
revenue laws, even if the claim [exceeded] 
$10,000, if the collector of internal revenue 
by whom such tax, penalty or sum was 
collected [was] dead or [was] not in office 
as collector of internal revenue at the 
time such suit or proceeding [was] com- 
menced.” 

It will be noted that the above quotation 
from former Section 41(20) of Title 28 
differs in wording from the present Section 
1346. Unlike Section 41(20), Section 1346 
(a) (1) does not begin by stating the 
limitation that tax refund claims within 
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the original jurisdiction of the District 
Courts may not exceed $10,000. Section 
1346(a) (2) retains this limitation for claims 
other than those for recovery of internal 
revenue taxes, but the limitation does not 
appear with regard to tax claims under 
Section 1346(a) (1). Surely this must be 
considered of substantial significance. 


Tucker Act 


Here we set forth the history of the 
original Tucker Act and the amendments 
thereto, which form the background of the 
present Section 1346. 


The original Tucker Act was enacted 
into law on March 3, 1887. (24 Statutes 
505.) Section 2 of the act provided: 


~, The district courts of the United 
States shall have concurrent jurisdiction 
with the Court of Claims as to all matters 
named in the preceding section where the 
amount of the claim does not exceed one 
thousand dollars, and the Circuit Courts 
of the United States shall have such con- 
current jurisdiction in all cases where the 
amount of such claim exceeds one thou- 
sand dollars and does not exceed ten thou- 
sand dollars. All causes brought and tried 
under the provisions of this act shall be 
tried by the court without a jury.” 


The act was amended in 1911 by 36 
Statutes 1093, which provided: 


“The district courts shall have original 
jurisdiction as follows: 


“Concurrent with the Court of Claims, 
of all claims not exceeding ten thousand 
dollars founded upon the Constitution of 
the United States or any law of Congress, 
or upon any regulation of an executive 
department, or upon any contract, express 
or implied, with the Government of the 
United States, or for damages, liquidated 
or unliquidated, in cases not sounding in 
tort, in respect to which claims the party 
would be entitled to redress against the 
United States, either in a court of law, 
equity or admiralty, if the United States 
were suable, and of all set-offs, counter- 
claims, claims for damages, whether liqui- 
dated or unliquidated, or other demands 
whatsoever on the part of the Government 
of the United States against any claimant 
against the Government in said court. ... 
All suits brought and tried under the 
provisions of this paragraph shall be tried 
by the court without a jury.” 
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In 1921, 42 Statutes 311 added at the 
end of the above-quoted paragraph 20 of 
Section 24 of the Judicial Code the follow- 
ing new paragraph: 


“Concurrent with the Court of Claims, 
of any suit or proceeding commenced after 
the passage of the Revenue Act of 1921, 
for the recovery of any internal revenue 
tax alleged to have been erroneously or 
illegally assessed or collected, or of any 
penalty claimed to have been collected with- 
out authority, or any sum alleged to have 
been collected without authority, or any 
sum alleged to have been excessive or in 
any manner wrongfully collected under the 
internal revenue laws, even if the claim 
exceeds $10,000, if the collector of internal 
revenue by whom such tax, penalty or sum 
was collected is dead at the time such suit 
or proceeding is commenced.” 


Congress. amended the law further in 
1924 by 43 Statutes 348 as follows: 


“The paragraph at the end of paragraph 
20 of section 24 of the Judicial Code, relating 
to jurisdiction of the district courts, is 
re-enacted without change as follows: 


“Concurrent with the Court of Claims, 
of any suit or proceeding commenced after 
the passage of the Revenue Act of 1921, 
for the recovery of any internal revenue 
tax alleged to have been erroneously or 
illegally assessed or collected, or of any 
penalty claimed to have been collected 
without authority, or any sum alleged to 
have been excessive or in any manner wrong- 
fully collected under the internal revenue 
laws, even if the claim exceeds $10,000, if . 
the collector of internal revenue by whom 
such tax, penalty or sum was collected is 
dead at the time such suit or proceeding 
is commenced.” 


In 1925, by 43 Statutes 972, Congress 
merely inserted, after the words “is dead,” 
the words “or is not in office as collector 
of internal revenue.” 


No Initial Limitation 


It can thus be seen from the history of 
the Tucker Act that the jurisdiction of 
the District Courts with regard to claims 
against the government was originally 
limited to claims not exceeding $1,000, was 
later extended to claims up to $10,000, and 
then, in situations in which the collector 
was either dead or no longer in office at 
the time the suit was commenced, was 
further extended to claims in any amount, 
notwithstanding the fact that they exceeded 





$10,000. Now the law may be construed 
to the effect that in tax claims the District 
Courts’ jurisdiction has no limitations as 
to whether or not the claim exceeds $10,000, 
for the reason that Section 1346 of Title 28 
imposes no initial limitations whatever as 
to amount. 


In view of all of the foregoing, the 
defendants’ argument was that in order 
to give full effect to all of Section 1346 of 
Title 28, the District Court had to have 
original jurisdiction concurrent with that 
of the Court of Claims over all civil tax 


ing $10,000 with respect to Section 1346(a) 
(1), even though (a) such language does 
not appear therein, (b) the limitation was 
specifically removed therefrom and (3) the 
limitation was specifically retained in con- 
nection with other types of claims. 


The decision in U. S. v. Roxboro will 
have considerable significance,: not alone 
as to the jurisdiction of the United States 
District Courts, but as to the legal pro- 
fession itself. Up to the present time, 
all tax refund cases against the United 
States as a party defendant which involved 


an amount exceeding $10,000 have had to 
go to the Court of Claims in Washington 
when the collector to whom the tax was 
paid was still living and still in office. A 
decision favorable to the taxpayer in the 
Roxboro case would mean that a large 
volume of tax refund cases could be pros- 
ecuted locally in the District Courts with- 


out the necessity of litigating them in the 
court in Washington. [The End] 


matters brought against the United States 
Government after September 1, 1948, not- 
withstanding the amount of the claim, on 
the same basis as if the claim exceeded 
$10,000 and the collector by whom the tax 
was collected were dead or not in office at 
the time the action was commenced. Other- 
wise, the court would have to read into 
the law a limitation on claims not exceed- 


U. S. v. WISSAHICKON TOOL WORKS, INC., ET AL. 


The United States brought four separate actions to recover excessive profits. 
Contractors contended that various provisions of the Renegotiation Act were uncon- 
stitutional, but the court, in reliance upon prior decisions, held that the contentions 
were without merit. Contractors set up numerous defenses, which have been 
stricken as insufficient in law, since contractors failed to institute proceedings in 
the Tax Court. 


In addition, contractors have alleged counterclaims and set-offs. The govern- 
ment’s motions to strike the counterclaims were granted in cases where each of the 
claims asserted was in excess of $10,000, as the contractors have failed to prove 
that the court has jurisdiction. Three of the contractors moved to make an 
internal revenue collector an additional party defendant as to some of the counter- 
claims. The motion was denied. As to other counterclaims of two of the con- 
tractors, the court held that, since the demands asserted were of the character of 
which the court would have jurisdiction in original suits, they were properly 
asserted to the extent of set-offs, and the motions to strike them as such were 
denied. The government’s motions for judgment on the pleadings were denied. 


Before Kaufman, D. J.—United States District Court, Southern Dstrict of 
New York. Civ. 47-640—47-643, July 12, 1949. 


These are four separate actions brought by the United States, pursuant to 
Section 403 (c) of the Renegotiation Act, 50 USCA Section 1191 (c), against 
Wissahickon Tool Works, Inc., Roxboro Steel Company, Wilkes Barre Carriage 
Company, Inc. and West Pittston Iron Works, Inc., to recover allegedly excessive 
profits for the fiscal year which ended July 31, 1943. 
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TAX-WISE—Continued from page 773 


prove that the specific property which had 
been sold was that to which its lien attached, 
the government’s claim for taxes had prior- 
ity. (Palace Fish & Oyster Company, v. N. S. 
Bean, 49-2 ustc J 9366.) 

Taxpayer’s Penalty.—The Tax Court held 
that a taxpayer could not rely upon the ad- 
vice of an accountant who had prepared its 
corporation returns and thereby be relieved 
of a penalty for failure to file a personal 
holding company return. The basis of the 
decision was that the accountant had not 
been shown to be a tax expert, nor had 
the taxpayer acquired specifically as to its 
own status as a personal holding company. 
Tax Court affirmed. Tax Court’s opinion 
was digested at page 292, April, 1949 issue. 
(Hermax, 49-2 ustc § 9371, CA-3.) 

Piercing the Corporate Veil.—When, in 
1941, corporate stockholders received a dis- 
tribution in liquidation of the corporation 
in which they held stock, they reported it 
as long-term capital gains. Subsequently, 
the Commissioner assessed a tax deficiency 
for the corporation for 1940 and 1941. Be- 
cause of the distribution, the stockholders, 
as transferees, became liable for such defi- 
ciencies. The Tax Court denied the Com- 
missioner’s contention that the losses which 
the transferees thus took were long-term 
capital losses—only fifty per cent of which 
were deductible—and declared that they 
were ordinary losses and one hundred per 
cent deductible. The theory of the Tax 
Court was that such losses were not capita] 
losses because thev did not arise out of the 
sale or transfer of capital assets. (Switlik, 
CCH Dec. 17,110, 13 TC —, No. 15.) 

Barred Bad Debts.—Where a debt had 
been barred by the statute of limitations, 
and the creditor subsequently took an amcunt 
less than the total sum owed in full settle- 
ment, the Tax Court disanproved of the 
Commissioner’s contention that, merely be- 
couse the debt had prev‘ously been barred 
by the statute, it was worthless when set- 
tlement was made. The taxpayer was per- 
mitted to deduct the uncollected part of the 
debt as a loss sustained in a compromise 
settlement. Said deduction was, neverthe- 
less, subject to the limitation applicable to 
nonbusiness bad debts, the loans having 
been made outside of the taxpaver’s busi- 
ness. (Thorman, CCH Dec. 17,107(M).) 


Corporate Reorganization.—A corporation 
which had sold part of its business was 
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wary of leaving its assets to the mercy of 
the remaining business. In consequence, it 
effected a reorganization, transferred the 
remaining business and operating assets to 
a new corporation in exchange for stock in 
the new corporation, which, together with 
the old company’s liquid assets, was dis- 
tributed in liquidation of the old company. 
The Tax Court held that such a distribu- 
tion to the stockholders was pursuant to a 
plan of reorganization and not a distribution 
in liquidation. Its decision was affirmed, the 
court saying that it was obviously intended as 
a continuation of the business. The distribu- 
tion was taxable as a dividend. (Lewis et al., 
Trustees, 49-2 ustc | 9377, CA-1.) 


Retirement Pay v. Disability Pay.—The 
taxpayer was retired from the army for 
length of service. He had been advised, 
when he made application for retirement, 
that he would be shortly retired for physi- 
cal disability. Despite this fact, the fact 
that he was retired for length of service 
takes his income outside the exemption af- 
forded by Code Section 22 (b) (5) to pay 
on account of personal injuries or sickness. 
The Tax Court thus agreed with the deter- 
mination of the Commissioner. (Pangburn, 
CCH Wee. 17,116. 15 TC —.. No: 2.) 


Income from Patents.—A taxpayer who 
had reported income from the sale of pat- 
ents as ordinary income was entitled to a 
refund in full where it was shown that such 
receipts did not constitute compensation 
for services rendered under an employment 
contract and the taxpayer did not hold these 
inventions primarily for sale to customers 
in the ordinary course of business. These 
receipts were capital gain ad taxable os 
such. (Briggs, 49-2 ustc § 9376, DC Md.) 


Future Delivery and Payment.—Where 
a wheat farmer, who operated on a cash 
such basis, sold wheat in one year under a 
contract whereby delivery and payment 
would be made in the next, the Commissioner 
assessed as a deficiency in thet year of con- 
tracting the amount to be received the fo!- 
lowing vear on the theory of constructive 
rece'‘pt. The Tax Court did not agree 
with the Commissioner in the case of cash 
basis farmers, saying that the payments 
were not taxable until actually received. The 
fact that the taxpayer could have contracted 
for immediate payment was immaterial. 


(Amend, CCH Dec. 17,122, 13 TC —, No. 24.) 
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SALE OF BREEDING LIVESTOCK 


By STEPHEN H. HART and W. D. EMBREE, JR. 


THIS IS A REPRINT OF THE ARTICLE ENTITLED “IMPOR- 


TANT DEVELOPMENT IN LIVESTOCK TAXATION,” WHICH WAS 


N MARCH of this year, the United 

States Court of Appeals for the Eighth 
Circuit decided a case which may eventually 
give the livestock producer additional tax 
relief, but which will for a number of years 
add to his confusion. This is the case of 
R. W. Albright v. U. S. [49-1 uste $9215], 
173 F. (2d) 339, rev’g [48-1 ustc J 9225] 
76 F. Supp. 532 (DC Minn.), concerning 
capital gains on the sale of breeding live- 
stock. It held invalid the so-called “nor- 
mal” and “cull” restrictions included in 
Bureau of Internal Revenue rulings I. T. 
3666 and I. T. 3712, and granted capital 
gains where these rulings denied them. 
Until March, these rulings had been the 
only direct authority (other than the Code) 
on the question, and had been upheld by 
the only applicable court decision. 


The underlying statutory provision gov- 
erning the question is Section 117 (j) of 
the Internal Revenue Code, which in effect 
permits a taxpayer to treat as capital gains 
the profits from the sale of property “used 
in the [taxpayer’s] trade or business,” “of 
a character subject to the allowance for 
depreciation,” “held for more than six 
months,” and “not (A) . . . of a kind 
which would properly be includible in the in- 
ventory of the taxpayer if on hand at the 
close of the taxable year, or (B) . . . held 
by the taxpayer primarily for sale to cus- 
tomers in the ordinary course of his trade 
or business.” When this provision first 
appeared in the law of 1942, the government 
held that it did not generally apply to breed- 
ing livestock because (1) the cost of raising 
livestock is not generally capitalized and 
depreciated; (2) a large segment of the live- 


Livestock Taxation 
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stock industry, perhaps a majority, includes 
all animals, even breeding livestock, in in- 
ventory; and (3) a livestock producer may 
be said to hold his breeding livestock for 
a dual purpose: to produce offspring for 
a period of time, and thereafter to sell like 
his other products. 


Upon request by the livestock industry 
through Congress, and after discussions by 
representatives of the National Livestock 
Tax Committee with officials of the Bureau, 
the Bureau reversed its position in 1944, 
and conceded that breeding livestock could 


‘ be treated as capital assets under certain 


conditions. I. T. 3666 and I. T. 3712 in 
effect conceded the first two objections 
mentioned above and held capital gains ap- 
plicable to breeding livestock even though 
not actually capitalized and depreciated, and 
even though the taxpayer customarily in- 
cluded such livestock in inventories. These 
rulings in effect compromised the third ob- 
jection mentioned above, by holding that 
an unusual or abnormal sale of breeding 
livestock, or a sale in reduction of the 
breeding herd, is the sale of an animal not 
held primarily for sale to customers, and 
is therefore a capital asset. They held, on 
the other hand, that the normal year-to-year 
sales of animals once used for breeding 
(whether culls sold because of injury, age 
or disease, or a normal number of sound 
animals sold to keep the breeding herd 
constant in size) are sales of animals held 
for sale to customers, and are therefore 
productive of ordinary income. 


We are informed that the Bureau will 
not acquiesce in the Albright decision which 
holds its capital gains rulings invalid, but 
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will litigate any cases in which the tax- 
payer insists on its benefits. The Albright 
case, however, is of such obvious impor- 
tance to the livestock industry that all 
stockmen and their tax advisers should 
study and analyze it. 


Facts of Case 


The taxpayer in the Albright case was a 
farmer engaged primarily in the production 
of dairy products. In addition to his dairy 
business, he had a breeding herd of ten 
sows and one boar. During the years in 
question, his principal income was from the 
dairy business, but he also realized income 
from the sale of calves (offspring of the 
breeding herd), from the sale of cows and 
bred heifers previously included in the dairy 
herd (sold because of age or condition or to 
keep the herd at a constant number) and 
from the sale of pigs, breeding sows and 
boar. Each year after the sows produced 
offspring, they were removed from the 
breeding herd, fattened for slaughter and 
replaced by raised sows. This was shown 
to be an annual and customary process, the 
breeding sows being sold each year and re- 
placed by young raised sows. 


Albright conceded that his income from 
the sale of calves and hogs, other than those 
used for breeding, was ordinary income. 
However, he contended that income from 
the sale of the cows and bred heifers taken 
from the dairy breeding herd and from the 
sale of the breeding sows and boar was en- 
titled to capital gains treatment under Sec- 
tion 117(j). Under the principles of I. T. 
3666 and I. T. 3712, Albright was denied 
capital gains treatment because the sales 
were not abnormal or in reduction of the 
herds. He paid his tax and sued for refund 
in the United States District Court, which 
court held in favor of the government and 
upheld the validity of I. T. 3666 and I. T. 
3712. Albright thereupon appealed to the 
United States Court of Appeals, which re- 
versed the District Court and held that the 
“cull” and “normal-abnormal” tests set up 
by I. T. 3666 and I. T. 3712 were invalid 
insofar as they denied capital gains on sales 
of the type made by Albright. 


Specifically, the court held (1) that sales 
of bred heifers and cows (all of which had 
been held in the breeding herd at least two 
years) made by a dairyman for the purpose 
of maintaining the size of his herd, or be- 
cause of the undesirable age or condition of 
such animals, were sales of capital assets 
resulting in capital gains; and (2) that a 
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farmer customarily selling his entire hog- 
breeding herd each year and replacing it 
with raised sows and a purchased boar was 
disposing each year of capital assets, and 
was therefore entitled to capital gains on 
such sales. Generally, the decision is au- 
thority for the proposition that the “cull” 
and “normal-abnormal” tests set up in the 
Bureau rulings are erroneous, and that the 
sale of animals once used in the breeding 
herd is productive of capital gain. 


As in every case, there is, of course, room 
for differing opinions here as to whether 
this situation would be distinguishable from 
that of a breeder of beef cattle or sheep. 
However, it seems reasonably clear from 
language used in the decision that this 
court felt that raisers of livestock generally 
were not getting all of the tax relief in- 
tended by Section 117(j). We do not know, 
on the other hand, that another court or 
other judges would hold the same way in 
similar or analogous cases. 


Effect of Holding 


It is probable that many taxpayers will . 
seek refunds and file returns based on the 
holding in the Albright case. If they do, for 
the time being at least they will have to take 
their cases to court. The Bureau does not 
regard itself as bound by the holding in 
the Albright case, and states that it will 
continue to insist that capital gains taxation 
of livestock be governed by I. T. 3666 and 
I. T. 3712. Taxpayers in the Eighth Circuit 
will have a relatively easy time as long as 
the Albright case is not overruled. This Cir- - 
cuit includes Arkansas, Iowa, Minnesota, 
Missouri, Nebraska, North Dakota and 
South Dakota. Taxpayers in the other nine 
Circuits will have a much harder time, since 
a court in one Circuit is not bound by the 
decision of a court in another Circuit, and 
such taxpayers cannot be sure that the 
court in their Circuit will follow the Albright 
case. The government hopes that a decision 
conflicting with the Albright case will ap- 
pear in one of the other nine Circuits. The 
question will then be appealed to the United 
States Supreme Court, whose decision will 
become the law in the courts throughout the 
country. This process may take years, and 
in the meantime confusion will reign. 


If the Supreme Court decides in favor of 
the government, then the Bureau rulings 
with respect to sales such as those made by 
Albright will be impregnable. But suppose 
the Supreme Court upholds the view of the 
court which decided the Albright case. If 
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it does so, it will mean a sizable loss of 
tax revenue to the government and it is en- 
tirely possible that the government will take 
steps to regain this lost revenue. It is possi- 
ble even that the government will propose 
such steps before the Supreme Court finally 
speaks, or inject them into the litigation 
leading up to the Supreme Court decision. 
What stich steps might be are worth con- 
sidering. 


In its opinion in the Albright case the 
court stated: 


“In order for the taxpayer to come within 
the provisions of Section 117(j) permitting 
him to treat the sales from his dairy and 
breeding herds as sales of capital assets, 
the burden is upon him to show: (1) that 
the animals sold were used in his trade or 
business; (2) were subject to allowance for 
depreciation; (3) were held for more than 
six months; (4) were not property of the 
kind includible in the inventory of the tax- 
payer if on hand at the close of the taxable 
year; and (5) that the animals were not 
held by the taxpayer primarily for sale to 
customers in the ordinary course of his 
trade or business. In the brief filed on be- 
half of the Government it is admitted that 
the taxpayer has established the first four 
of these requirements.” 


The court considered, therefore, only the 
fifth point. The government’s admission of 
points (1) and (3) is not particularly signi- 
ficant. However, its admission of points 
(2) and (4) is of considerable significance 
when one considers the nature of the live- 
stock business and the accounting methods 
of the great majority of livestock raisers. 


Government Retaliation 


I. T. 3666 and 3712 specifically concede 
to livestock producers what are extremely 
debatable points. There is danger that the 
government may cease to make these con- 
cessions and contend, as it did before the 
issuance of these rulings, that in all cases 
animals in a breeding herd (1) are not 
subject to allowance for depreciation and 
(2) are property of the kind includible in 
the inventory of a taxpayer if on hand at 
the close of the taxable year. 


The government could contend that since 
a livestock taxpayer has failed to capitalize 
and depreciate his breeding herd animals 
(and the vast majority of livestock pro- 
ducers do not capitalize and depreciate), 
such animals are not subject to allowance 
for depreciation within the meaning of Sec- 
tion 117(j). The government could also con- 
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tend that all stockmen using inventories 
(and perhaps a majority of stockmen do 
use inventories because of the advantages 
of the unit-livestock-price or farm-market 
inventorying methods) do not qualify under 
Section 117(j) because such animals are 
“properly includible in inventory.” The 
government might attack the livestock in- 
dustry’s very favorable present position with 
respect to the cash and inventory bases of 
accounting, and (a) require capitalization and 
depreciation or (b) make the producer include 
in income the market value of breeding 
stock when transferred to the breeding herd. 


This is not to say that the government 
would prevail, should it adopt any such re- 
taliatory steps, but only to point out what 
issues are open to the government in the 
reasonably certain event that the govern- 
ment fights back to protect its tax revenues 
threatened by the Albright decision. Need- 
less to say, any of the above-mentioned re- 
taliatory measures, if successful, would 
probably lose more for the stockman than 
he has gained by the Albright decision. 


Pending Cases 


Until such time as the question in the 
Albright case has been settled by the United 
States Supreme Court, and until such time 
as the government has thereafter determined 
what position it will take in the event of an 
adverse decision, uncertainty and confusion 
as to the application of capital gains to 
sales of. breeding stock will prevail. At 
least three cases are pending in the Tax 
Court of the United States on this question, 
and a decision in any or all of these cases 
should be forthcoming any day. Some of 
these decisions will not be significant, inas- 
much as all cases with which the writers are 
familiar are in the Eighth Circuit, and any 
decision in that Circuit will probably be in 
accord with the Albright case. There are, 
however, many claims for refund filed and 
other disputes pending in other Circuits; 
and it is possible that a decision conflicting 
with the Albright case will put in its appear- 
ance within the next year or so. In the 
meantime, many taxpayers will be filing 
claims for refund based on the Albright de- 
cision, As previously stated, those filing 
their returns in the Eighth Circuit will have 
a better chance for success than will those 
in other Circuits. Taxpayers in the Eighth 
Circuit may be able to force their claims 
through to decision before the problem is 
clarified by the Supreme Court. 
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The statute of limitations on claims for 
refund runs three years from the date of 
filing the return or two years from the date 
of paying tax, whichever is later. Accord- 
ingly, claims for refunds by most taxpayers 
on a calendar year basis are barred for the 
year 1945 and prior years. Their claims 
for the vear 1946, however, will not be 
barred until March 15, 1950, claims for the 
year 1947 will not be barred until March 15, 
1951, and so on. Accordingly, there is 
ample time for filing such claims. 


deciding whether or not he should claim a 
refund or claim capital gains on his return, 
should consider (1) that since the govern- 
ment will not acquiesce in the Albright deci- 
sion, it will probably be necessary for him 
to litigate his claim; and (2) that his entire 
return will be carefully scrutinized, and the 
government may well take occasion to be 
more technical and strict than it otherwise 
might be. Thus, no hasty decision should 
be made in this matter until the taxpayer 
has discussed thoroughly the pros and cons 


of his particular case with advisers well 
versed in the laws of income taxation in 
general and livestock taxation in particular 


[The End] 


Although the Albright case provides, par- 
ticularly in the Eighth Circuit, a definite 
basis on which to claim capital gains on all 
sales of breeding livestock, a stockman, in 
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STATE SPENDING UP SHARPLY 

A sharp rise in state government spending is revealed in the 
United States Census Bureau’s Summary of State Government Finances 
in 1948. Expenditure of the forty-eight states during their 1948 fiscal 
years totalled $10,400,000,000, the report shows, as compared with 
$5,997,000,000 three years earlier. Their spending rose $2,301,000,000 
last year alone, or twenty-eight per cent from the 1947 amount of 
$8,099,000,000. 

One element in this trend, the Census report shows, is the pay- 
ment of bonuses to veterans by a number of states. Such payments 
in 1948 amounted to $616,000,000; the year before, $159,000,000 had 
been so paid. Even aside from this unusual item, however, state 
spending in 1948 was two thirds higher than its annual average of the 
war years 1942 to 1945. 

Highway construction and other capital outlays of states had been 

. Sharply curtailed during the war. State outlays totalled $1,425,000,000 
in fiscal 1948, as compared with $267,000,000 three years earlier. 

State aid to local governments amounted to $3,167,000,000 in 1948, 
or nearly one third of all state government expenditure. During the 
same year, the states received $1,399,000,000 in financial aid from the 
federal government. 

Current revenue of the states increased also in fiscal 1948, though 
less rapidly than their expenditure. State. taxes produced $7,791 ,000,000 
as against $6,690,000,000 in fiscal 1947. Federal aid rose by twenty-four 
per cent, and charges and miscellaneous revenue provided $796,000,000, 
or twenty-six per cent more than the year before. 

State government debt reached a postwar high of $3,592,000,000 
in’ fiscal 1948, according to the Census report. This compares with 
$2,367,000,000 outstanding in 1946. The increase of the past two years 


has resulted mainly from the issuance of bonds by several states for 
soldiers’ bonuses. 
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By Joseph A. Schafer - - - - - 


IS IT TIME TO REVISE 
the Withholding System? 


- CPA, New York and Pennsylvania 


THE AUTHOR PRESENTS A PLAN TO ELIMINATE THIRTY 


MILLION FEDERAL INCOME TAX RETURNS AND SAVE AN 


HIS DISCUSSION is intended to supple- 
ment my article “The Withholding Sys- 
tem Needs Revision,” in the May, 1948 issue 
of Taxes—The Tax Magazine. The earlier 
article presented a system of collecting fed- 
erah income taxes from individuals whereby 
the amounts withheld during the course of 
the year would represent exactly the actual 
amount of tax due by a taxpayer on his in- 
come for that year. In that case the tax- 
payer would be exactly even with his 
obligation at the end of the year, and could 
therefore be excused from the duty of filing 
a tax return to report his earnings and the 
related tax thereon. 


The system would apply only to the group 
of taxpayers having income under $5,000. 
As it would be possible for ninety per cent 
of that group to dispense with the filing of 
tax returns each year, a minimum of 
30,000,000 taxpayers would be eliminated 
from the tax rolls. 


In order that the amounts withheld may 
equal the actual tax liability, a single effec- 
tive rate of tax would be applied to earnings. 
That rate would take into consideration all 
factors involved in the determination of in- 
come tax—personal exemptions, deductions 
for contributions, interest, taxes, medical ex- 
penses and other losses and expenses, nor- 
mal tax and surtax rates, and also the 
complicated reductions in tax now in effect. 

No tax would be withheld on earnings 
until the basic exemption claimed had first 
been applied against that income by the em- 
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ployer. Thereafter the earnings would be 
subject to the effective withholding rate, 
and the tax so collected would represent the 
full and correct amount of tax due. In other 
words, the employee would have a tax-free 
period corresponding to the number of 
weeks it would take to absorb the total 
amount of his exemptions. 

An employee having a personal exemption 
of $600 would be paid the full amount of his. 
earnings free of the withholding deduction 
for as many weeks as it takes to use up his 
$600 exemption. For earnings of $60 per 
week, the employee would have a tax-free 
period of ten weeks to absorb his $600 ex- 
emption; and for earnings of $30 per week,, 
he would have a tax-free period of twenty 
weeks before his exemption was absorbed. 


After that point is reached, every dollar 
earned during the rest of the year would be 
subject to the same withholding tax rate. 
It would not make any difference whether 
payment were for piece work, on an hourly 
rate basis, or for salary, bonus or supple- 
mental pay, since every dollar would be sub- 
ject to the same percentage of withholding... 

The employer would need to know only 
the proper amount of earnings free from 
withholding during the first part of the year, 
and also the point at which the particular em- 
ployee absorbs his total exemption and en- 
ters the withholding status. The employee 
would be required to inform the employer 
of the number of exemptions claimed, which 


Mr. Schafer, a former Bureau man, now is a tax practitioner in Philadelphia. He 
is also a lecturer at Temple University 
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information, of course, would be given by 
means of the Employee’s Withholding Ex- 
emption Certificate (Form W-4). 


In order to eliminate ninety per cent of 
the group of taxpayers having income under 
$5,000, the system would have to be ex- 
panded to include all wage earners, whether 
factory workers, agricultural laborers or do- 
mestic servants. In all cases withholding 
would be made by the employer, who would 
be responsible for withholding the proper 
amount from the employee’s compensation, 
paying such withheld funds to the Govern- 
ment and reporting the facts according to 
the requirements. 


Exemptions 


The W-4 Withholding Exemption Certifi- 
cate would require the employee to give all 
the information he now enters on the tax 
return in connection with his exemptions. 
Such data includes the employee’s own 
name, his wife’s name if she is included as 
an exemption, and the names of other close 
relatives who receive more than one half of 
their support from the employee and whose 
income is expected to be less than $500. 
The relationship of the parties should be in- 
dicated, and it also might be desirable to 
show their ages. 


The form should be subscribed by the 
employee with the statement that he de- 
clares under penalty of perjury that the 
certificate is true and correct according to 
the best of his knowledge and belief. It 
might be desirable to require a statement 
that the dependents are not expected to earn 
more than $500 during the year, and also 
that the exemptions are not claimed by an- 
other taxpayer. 


In case of an additional exemption dur- 
ing the year, such change would be effective 
only from the date of the next payroll after 
the employer is advised of the exemption, 
and no effect would be given thereto to ap- 
ply it so as to affect past withholding re- 
troactively. At that point a new tax-free 
period would arise to cover the amount of 
the additional exemption, and no withhold- 
ing would be applied until the amount of 
the new exemption was absorbed by earn- 
ings during that tax-free period. After that 
point the full amount of earnings would 
again be subject to withholding. If the 
additional exemption arises very late in the 
year, the employee would be entitled only to 
what he earns during the remaining portion 
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of the year, even though he does not obtain 
the benefit of the full amount of an addi- 
tional exemption. 


In case of a reduction in exemptions be- 
cause of the death of a dependent, no change 
would be made during the current year but 
the employee would obtain the full benefit 
of the exemption. It would be impracticable 
to require the taxpayer to refund to the 
employer any portion of the withholding 
tax which had not been deducted for the 
period prior to the dependent’s death. 


The same procedure would apply in the 
case of a dependent who marries. If the 
father has claimed exemption for that de- 
pendent, no change in status would be made 
that year. However, the dependent’s ex- 
emption could not be claimed in that same 
period either by the dependent or by her 
or his spouse. 


If the employee claims exemption for a 
son who just begins to earn income during 
the year, the exemption status should not 
be disturbed for the father. Therefore, the 
full amount earned by the son would be 
subject to withholding. In other words, 
the exemption could be claimed only once, 
and if the father claimed the exemption be- 
fore the son began to earn income, it would 
remain in that status until the end of that 
year. In the following year the father could 
not claim the son as a dependent since the 
son would claim his own exemption. The 
same procedure would be followed in the 
case of an invalid dependent who recovers 
during the year and again earns income. A 
return could be filed to adjust any inequities 
which might arise. 


Changes in Employment 


When an employee changes employment, 
the new employer would have to obtain cer- 
tain information, such as the number of ex- 
emptions claimed, total salaries or wages 
earned to date, and perhaps total tax with- 
held on those earnings to date, all of which 
would be in addition to the W-4 that the 
employee submits to his new employer. If 
such information cannot be obtained, the 
entire amount of the new employee’s earn- 
ings would be subject to the withholding 
tax. Transfers to new employers or among 
divisions in a large corporation should not 
create any problems, as it would be neces- 
sary merely to obtain the employee’s ac- 
cumulated earnings to date for comparison 
with the total amount of his exemptions in 
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order to determine whether his salary is sub- 
ject to withholding at that particular time. 
At any rate, that requirement would be the 
only time the past and the present em- 
ployers would be in contact, and there would 
be no further relationship between them. 
After an employee has left an employer and 
is entitled to bonus or other supplemental 
payment, withholding would be based on 
the full amount to be paid. 


It should be noted that 63.4 per cent of 
taxpayers earning salaries or wages have 
only one employer during the year, 33.6 per 
cent have from two to four employers, 2.2 
per cent have five or more employers, and 
less than one per cent do not state the num- 
ber of employers on their returns. In 
special cases where a taxpayer changes em- 
ployment many times during the year, or in 
other complicated situations, the employee 
could file a tax return to correct or adjust 
the tax withheld or paid during the year. 


Extension of Withholding 


In order to obtain complete collection of 
income tax from the greatest number of tax- 
payers, it is desirable to extend the with- 
holding system to cover all payments to 
individuals for dividends, bond interest, an- 
nuities and pensions. Salaries or wages only 
are reported on almost 32,000,000 returns in 
the group having income under $5,000, repre- 
senting 82.5 per cent of all returns in that 
group which reported salaries or wages. If 
dividends and interest are included, those 
covered by complete withholding would be 
almost ninety per cent. As to returns under 
$5,000 which reported dividends and/or in- 
terest only, or such income together with 
salaries or wages, 2,500,000 returns, or 55.5 
per cent, would be completely covered by 
this withholding system, while 2,000,000 re- 
turns, or almost 44.5 per cent, would have to 
file returns anyway because they also had 
other inccme, and the amount withheld from 
them could be taken as a credit on their tax 
returns. 


Almost 140,000 returns in the group hav- 
ing income under $5,000 reported income 
enly from dividends and/or interest, and 
therefore would not have their exemptions 
absorbed through withholding from salaries 
or wages. In case a taxpayer had income 
only from dividends and bond interest, an 
exemption certificate could be filed with 
only one corporation, and could not be split 
among several payors; and it also might be 
required that the exemption claimed was 
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expected to be offset by the amount of in- 
come to be received from the payor with 
whom the certificate was filed. Such pro- 
cedure probably would concern only the 
above-mentioned 140,000 taxpayers, for the 
reason that the others who had income from 
dividends and interest together with salaries 
or wages would have obtained the benefit of 
their exemptions through withholdings on 
their salaries or wages. 


Similar procedure would apply to income 
from annuities and pensions. 


Verification 


Taxes withheld from salaries, wages, divi- 
dends, bond interest, annuities and pensions 
should be paid over to a government de- 
positary by the collecting agent semimonthly 
or at least monthly. The present system 
with respect to employers requires that a 
quarterly Return of Income Tax. Withheld 
on Wages (Form W-1) should be filed to 
account for the tax withheld from employees 
during the period and paid over to the 
depositary. The employer also must file an 
annual Reconciliation of Quarterly Returns 
of Income Tax Withheld on Wages with 
Income Tax Withholding Statements (Form 
W-3). The employer must attach a copy 
of the Withholding Statement (Form W-2a), 
which will show as to each employee the 
total amount paid during the entire year’as 
well as the total tax withheld. The same 
procedure would be required under the pro- 
posed system. 


Withholding from dividends, bond inter- 
est, annuities and pensions would be ac- 
counted for in the same manner by the 
payor corporations. The filing of an annual 
report would be required before the end of 
January of the following year. Withholding 
forms similar to Form W-2a should be at- 
tached for every recipient to show the total 
paid during the year and the total tax with- 
held therefrom. 


For purposes of verification, deputy col- 
lectors would be able to examine payroll, 
dividend, interest, annuity and pension lists 
and records for a particular year right at 
the source. Such examination would cover 
all taxpayers on the rolls of the payors on 
a mass production basis. In other words, a 
group of taxpayers on a payor’s record could 
be thoroughly reviewed as to earnings, ex- 
emptions and withholdings in a fraction of 
the time it would take to review the indi- 
vidual tax returns for the same group of 
taxpayers. 
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On the other hand, if Forms W-2a are 
forwarded to the Internal Revenue Bureau 
for the various types of income during the 
year, including information returns for mis- 
cellaneous payments, the assembling and 
sorting of the forms according to taxpayers 
would disclose any discrepancies and errors, 
intentional or otherwise, and also would 
show the cases for which tax returns should 
be filed, as where the income from various 


sources totals over $5,000, or where mis- 


cellaneous income was received. 


Effect on Take-Home Pay 


The effect of the proposed system on take- 
home pay of the employees is presented on 
the basis of the current tax rates and $600 
exemptions. A single person having one ex- 
emption and earning a salary of $50 per 
week would have a tax-free period of twelve 
weeks from January 1 to March 26, during 
which no tax would be withheld from his 
salary since his earnings would first be ab- 
sorbed by the amount of his exemption. In- 
stead of taking home $44.40 during those 
twelve weeks, he would take home the full 
amount of his pay, $50. Tax would be 
withheld only during the last forty weeks of 
the year, from March 28 to December 31, at 
the rate of $7.47 per week, so that his take- 
home pay would be $42.53 each week. Com- 
pared to what his take-home pay would have 
been if the withholding had been spread 
over the entire year, the employee would re- 
ceive only $1.87 less per week during the 
new withholding period of forty weeks. But, 
it should be noted, he would take home 
$5.60 more during the tax-free period of 
twelve weeks. It cannot be contended that 
the difference of $1.87 in take-home pay dur- 
ing the last forty weeks would impose a 
hardship on a single person earning $50 per 
week. 


In the case of a single person earning $30 
per week, the difference in take-home pay 
for the thirty-two weeks representing the 
new withholding period (from May 23 to 
December 31) would be $1.88. But he would 
take home $2.60 more per week during the 
first twenty weeks (from January 1 to 
May 21). 


For a married person having two exemp- 
tions ($],200) and earning a salary of $50 
per week, no tax would be withheld from 
his salary during the first twenty-four 
weeks, from January 1 to June 18, since his 
earnings would first be absorbed by the total 
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amount of his exemptions. Instead of taking 
home $46.30 during those twenty-four 
weeks, he would take home the full amount 
of his pay, $50. Tax would be withheld 
only during the last twenty-eight weeks, 
from June 20 to December 31, at the rate of 
$7.47 per week, so that the take-home pay 
would be $42.53 per week. Compared to 
what his take-home pay would have been if 
the withholding had been spread over the 
entire year, the employee would receive $3.77 
less per week during the new withholding 
period of twenty-eight weeks. But he would 
take home $3.70 more during the tax-free 
period of twenty-four weeks. A married 
person earning $50 per week should be able 
to manage his finances satisfactorily under 
those circumstances. 


In the case of a married person having 
two exemptions ($1,200) and earning $30 per 
week, the difference in take-home pay for 
the last twelve weeks representing the new 
withholding period (from October 10 to De- 
cember 31) would be $3.78, but he would 
take home seventy cents more per week dur- 
ing the first forty weeks, from January 1 to 
October 8. During the last twelve weeks of 
the year he would take home $25.52 instead 
of $29.30. ° 


Effect on Employer or Corporation 


It is not logical to assume that it would 
take longer to withhold the correct amount 
of tax than it would to withhold the incor- 
rect amount, as is the case under the present 
system. It must be admitted that consid- 
erable time is consumed by the withholding 
procedure under the present system. For 
an employer to withhold tax from the em- 
ployee’s earnings, it is now necessary to 
refer to five separate withholding tables, de- 
pending upon whether payment is made 
weekly, biweekly, semimonthly, monthly or 
daily or by the miscellaneous method; in 
addition, tables can be obtained for tén-day 
and twenty-eight-day payroll periods. To 
obtain the amount of the withholding tax 
applicable to the earnings, according to the 
particular method of payment, the tables are 
divided into as many as eighty-eight brackets 
of income and as many as eleven columns 
representing the number of exemptions to 
which the employee is entitled for the pur- 
pose of the withholding tax. 


On the other hand, such procedure would 
not be required if the employee is excused 
from withholding during his tax-free period, 
which is the period of time it takes for his 
earnings to absorb his exemptions. Under 
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the new system the only task involved would 
be to observe at which point the employee 
has absorbed all of his exemptions, and from 
that time on to place him on a withholding 
basis. In many cases such withholding 
would not begin until after the middle of the 
year; and since there would not be any 
withholding during that period, it would not 
be necessary for the payroll clerk to scan 
withholding tables. 


After the tax-free period the withholding 
would be ascertained by a simple calcula- 
tion. Ifa flat rate of tax is used, that rate 
would be applied to every dollar of the em- 
ployee’s earnings after he comes into the 
withholding status. In other words, the 
computation would be merely the applica- 
tion of the rate to the base pay in order to 
determine the amount to be withheld, which, 
of course, would represent the actual tax due 
by that taxpayer, no more and no less. A 
one-column table could be furnished to give 
the result of applying the flat rate to every 
dollar of income. It would not be necessary 
to hunt in an eleven-column table to find 
the amount to be withheld. Compared to 
time spent in referring to the withholding 
tables now in use, only a fraction of the time 
should be required to do that work. Fur- 
thermore, the total withheld by the em- 
ployer on a complete payroll would be easy 
to verify in the aggregate. It also would be 
easy for the employee to check his take- 
home pay and the amount withheld by a 
simple calculation. 


In an IBM machine system, the procedure 
also would be simple. The employee’s ac- 
cumulative record card, which contains pay- 
roll data for year-to-date earnings or other 
similar totals, would be used to pick out 
automatically those employees who become 
subject to withholding at a particular pay 
period. It would be necessary to punch the 
card at the total amount of the exemptions 
to which the employee was entitled; and 
when the card is run through the machine, it 
is sorted for special attention. At that point 
part of the pay may be tax free and part 
may be subject to withholding, in which case 
separate cards would be punched for each 
portion of the pay. But that would happen 
only one time during the year (unless an 
employee is entitled to an additional exemp- 
tion later in the year). 


After an employee becomes subject to 
withholding, every dollar of his earnings 
would have the same treatment by applica- 
tion of the withholding rate to determine 
the amount to be withheld. In obtaining the 
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amount to be withheld from each payment 
of salary or wages thereafter, the proper 
data would be punched on a master payroll 
card, which, when run through the machine, 
produces the payroll record. The card would 
contain current salary and tax deduction 
factors as well as the facts regarding the 
employee’s payroll status. The machine 
would automatically print all the facts for 
the payroll record; and ifa flat rate of with- 
holding tax is to be applied, the calculation 
can be made automatically by the machine, 
which at the same time will make the deduc- 
tions and extensions to arrive at the net 
amount of the check for the employee. 
Consequently, it should require less work to 
withhold taxes on salaries and wages in an 
IBM system. 


Of course, there would be additional work 
in connection with the new feature of with- 
holding from dividends, bond interest, an- 
nuities and pensions. The application of a 
flat rate to every dollar paid by the corpora- 
tion is a simple task in any accounting sys- 
tem. The withholding amount would be 
obtained by applying the rate to the base 
amount of the payment. In a columnar 
record the withheld amount could be ex- 
tended into a special column and the net 
amount of the payment entered in the third 
column. Verification of the total withheld 
would be an easy matter, requiring only the 
application of the rate to the aggregate pay- 
ments subject to tax. 


Although it is desirable to require cor- 
porations to transfer the withheld funds to 
a government depositary within fifteen days, 
for which transfer a receipt would be ob- 
tained, it should be necessary for the cor- 
poration to make only one report each year 
for such withholdings. The report should 
cover the period of a calendar year, and 
should be submitted before the end of the 
following January. The report should be a 
reconciliation of all the withholdings and 
payments to the government during the 
year, similar to the Form W-3 now used by 
employers to report on withholdings from 
wages. It would be desirable to furnish 
taxpayers with a form similar to the W-2 to 
show the total paid to them during the 
year and the total withheld therefrom. At 
the same time duplicates of the form could 
be transmitted in support of the reconcilia- 
tion report in January for the use of the 
Internal Revenue Bureau in the verification 
of the regular Forms W-2a. 
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Since there would be practically no with- 
holding on salaries or wages during the 
first month of the year, all the tasks to be 
performed in connection with the reports 
on withholdings from dividends, bond in- 
terest, annuities and pensions could be done 
during the month of January without’ spe- 
cial assistance. ; 


Farm Laborers 
and Domestic Workers 


Withholding on payments to employees 
not now subject to withholding, such as 
farm laborers and domestic workers, would 
require additional effort on the part of their 
employers. But those employers are in a 
better position to collect income tax from 
their employees through withholding than 
is the government. At present many of 
those employees ignore their tax obligation, 
with the result that much revenue from that 
source is lost each year. Withholding the 
tax from the earnings of that group would 
assure collection of income taxes on their 
salary or wage incomes; or at least, if the 
work is on a part-time basis, the employer 
would be required to report on information 
Form 1099 any payments during the year 
totaling $100 or more. At the same time, 
those taxpayers would be free of the task 
of preparing and filing tax returns every 
year, and likewise of the problem of making 
payment for the amount due in a lump sum 
because collection thereof was not spread 
over the entire year through withholding. 


It is almost a certainty that all the em- 
ployees in the above group, who are now 
excluded from the social security system, 
will be brought into the system before long, 
so that their employers will be required to 
withhold 1 per cent of their salaries or 
wages for the social security tax. When that 
occurs, it is apparent that their employers 
also will be required to withhold from their 
earnings an amount for income tax, as is 
now the case for all other employees who 
are subject to income tax withholding. 
Therefore, since the withholding system 
will be established for farm laborers, do- 
mestic workers and others in the near future, 
their employers will have to participate in 
the system anyway. In that case it would 
be desirable to base withholding on the 
methods in this proposed plan. 


Relation to Social Security Tax 


As a part of the proposed plan, there 
should be correlation between the income 
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tax and social security withholding sys- 
tems. That could be accomplished simply 
by combining the two tax rates so that only 
one rate would be applied to the salary or 
wage base for the purpose of the withhold- 
ing deduction. That is, instead of withhold- 
ing one per cent for social security tax and 
seventeen per cent for income tax, the flat 
effective rate to apply would become eighteen 
per cent, representing the deduction for 
both withholdings. Prior to the time the 
taxpayer becomes subject to the withhold- 
ing for income tax, the withholding would 
be at a rate of one per cent only for the 
social security tax. 


In employers’ payroll records it would be 
possible to group payments made to em- 
ployees whose salaries or wages are not sub- 
ject to income tax withholding because of 
the tax-free period and payments subject to 
both withholdings at the combined rate, the 
former group being subject to the one per 
cent withholding for social security tax 
only. Such method could be used to sim- 
plify the audit and verification of total with- 
holdings. In annual reports to the government 
the employer could indicate the portion rep- 
resenting the social security withholding 
and the portion representing the income tax 
withholding, to enable the Collector of In- 
ternal Revenue to credit the proper funds 
and accounts. Such procedure would greatly 
reduce the work now performed by em- 
ployers, and would be a desirable simplifica- 
tion in the handling of the various payroll 
taxes now in effect. 


Extent of Coverage 


Of the returns under $5,000 which re- 
ported income from salaries or wages, 82.5 
per cent had no other kind of income except 
salaries or wages and 6.29 per cent had no 
other kind of income except dividends and/or 
interest combined with salaries or wages. 
Therefore, about eighty-nine per cent of 
those returns which reported salaries or 
wages could be covered by complete with- 
holding, while only eleven per cent of the 
salaries or wages group under $5,000 would 
have to file returns because of other income 
items. Those same percentages apply to the 
dollar amount of income that would be sub- 
ject or not subject to complete withholding, 
eighty-nine per cent representing the dollar 
amount of income from salaries, wages, divi- 
dends and interest, for which the full tax 
would be collected through withholding at 
the source, and eleven per cent representing 
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the items of other income of any nature, for 
which taxpayers having under $5,000 in- 
come during the year would have to file 
returns. 


As to the number of returns affected, out 
of 38,600,000 returns in the greup reporting 
salaries or wages, 34,300,000 would be elimi- 
nated; those which reported only salaries 
or wages would total 31,900,000, and those 
which reported income from dividends and 
interest combined with salaries or wages 
would total 2,400,000. 


Of 5,400,000 returns which reported income 
from dividends and/or interest, 4,500,000 
were in the group under $5,000. Of the 
latter group, 2,500,000, or fifty-six per 
cent, reported salaries or wages and divi- 
dends and/or interest without any other 
kind of income, while about 2,000,000, or 
forty-four per cent, included other income 
items. Taxpayers in the latter group would 
have to file returns anyway, but the other 
2,500,000 returns could be eliminated by 
complete withholding. 


Complete withholding on dividends and 
bond interest would assure full collection 
on all such income from every taxpayer 
group, high income or low income. Other- 
wise, some of that income is inadvertently 
omitted by the taxpayers because dividends 
amounting to less than $100 during the year 
are not reported on information returns by 
the corporations. The omission of such 
amounts cannot easily be disclosed unless 
the taxpayer’s income is carefully checked 
by the examiner. The same applies to in- 
terest received on United States Savings 
Bonds, much of which income now escapes 
taxation because there is no easy method 
of disclosing the omission of such income. 
About 3,100,000 returns reported dividends 
and/or interest under $100, but many over- 
look such items of income if they are of 
small amount. None of such income would 
escape taxation under a system of withhold- 
ing at the source on dividends and bond 
interest. About 400,000 corporations pay out 
dividends, and their records could be ex- 
amined on a mass production basis in the 
verification of withholdings thereon. 


Of 9,700,000 taxpayers filing returns 
under $5,000 who reported other income (in- 
cluding annuities and pensions), and for 
whom returns would be required, 5,300,000, 
or fifty-five per cent, would have part of 
their tax collected through withholding on 
salaries or wages, and dividends and bond 
interest. To that extent, the tax would be 
fully collected on such sources of income, 
and quarterly payments on estimated declara- 
tions of the tax would be eliminated. The 
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other 4,400,000 returns, or forty-five per 
cent, had only other income or loss to re- 
port. The returns under $5,000 which re- 
ported income from annuities and pensions 
totaled 217,500, which represents about three 
fourths of all returns reporting such income, 


and for which there would be complete 
withholding. 


About 800,000 returns in the group under 
$5,000 reported other “miscellaneous” in- 
come (other than income or loss from rents, 
royalties, businesses, professions, estates, 
trusts, capital assets and other property). 
Returns would still be required for all of 
those sources of income. Information re- 
turns would be required for all payments of 
other income amounting to $100 or more 
during the year for which there is no with- 
holding at the source. 


However, about 200,000 returns reported 
other miscellaneous income under $100. 
The government would have to depend upon 
the taxpayers receiving payments under 
$100 to include all such receipts in their tax 
returns. If fifty per cent of the 200,000 fail 
to report such income, and the average of 
such omitted other income is $50, then the 
government would fail to collect tax at the 
lowest rate on only $5,000,000. In that case 
the tax loss would be less than $1,000,000. 
In contrast, the government loses at least 
$5,000,000 of tax each year under the pres- 
ent system because of the income which 
escapes tax at the higher rates. On the 
other hand, very little tax would be lost 
because of the failure to report all income 
if the withholding system covered collec- 
tion at the source on salaries, wages, divi- 
dends, bond interest, annuities and pensions, 
and the requirements for filing tax returns 
and information reports for all other cases 
were as proposed in this system. 


Savings in Cost 


It would be a conservative estimate to as- 
sume that a minimum of 30,000,000 tax re- 
turns could be eliminated under the proposed 
system. But the saving would not be just 


those 30,000,000 forms. It has been esti- 
mated that compared to the number of re- 
turns filed, six times as many blank forms 
must be printed and distributed. The reason 
is that the taxpayer files the original copy 
with the Collector of Internal Revenue and 
retains a duplicate copy for himself. In 
many cases an additional copy is retained 
by the accountant or other person who pre- 
pares the return for the taxpayer, and it 
may be assumed that another blank is 
spoiled or destroyed for every one filed. 
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Extra blanks of the form must be printed 
for possible future requirements. If it is 
assumed that five copies are required for 
every return filed, then 150,000,000 blank 
forms would not have to be printed. At the 
same time it would be unnecessary to print 
30,000,000 instruction pamphlets to accom- 
pany the tax return forms mailed to the 
taxpayers, as well as the envelopes used in 
mailing the forms. 


If a cost of ten cents per copy of the form 
is assumed for the cost of paper used in 
the forms, instruction pamphlets and en- 
velopes, the printing of those items, and 
their handling and shipping, then the gov- 
ernment would be able to save $15,000,000 
in expenditures for the 150,000,000 blank 
forms not required. And if a cost of one 
dollar per filed tax return is assumed for 
the cost of salaries and other expenses inci- 
dent to the receiving, handling, processing, 
reviewing, auditing, examining and storing 
of the 30,000,000 tax returns to be elimi- 
nated, then the government would be able 
to save $30,000,000 on those items. The total 
saving in actual expenditures to the govern- 
ment would be $45,000,000. 


Also to be considered is the saving of 
the time now consumed each year in the 
preparation of tax returns by the 30,000,000 
taxpayer who could be excused from that 
task, as well as the relief of their worries 
over the problems encountered every year 
in determining the proper amounts to re- 
port as income, deductions and exemptions. 
Just the fact that almost ninety per cent of 
the taxpayers having income under $5,000 
per year could be saved from the bother and 
annoyance of tending to that duty every 
year should be enough to warrant putting 
the proposed system into effect, without 
even considering the fact that the govern- 
ment could save at least $45,000,000 each 
year. 


Other potential benefits to many taxpay- 
ers would result because taxpayers would 
not have to purchase special books and 
pamphlets to educate themselves on the 
preparation and filing of tax returns, the 
amounts to be reported as income and 
the amounts to be claimed for the various de- 
ductions and for exemptions. If fifty per 
cent of the 30,000,000 taxpayers could be 
saved an average of fifty cents each for such 
expenditure, the total saving to them on that 
item would be $7,500,000. And if the other 
fifty per cent availed themselves of the 
services of the so-called tax experts in the 
barber shops, tailor shops, drug stores and 
real estate offices at a rate of $2.50 per re- 
turn, then the total saving for those who 
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could be eliminated would be $37,500,000. 
The total saving to the taxpayers themselves 
would then amount to $45,000,000. The 
combined saving to the taxpayers and the 
government would be $90,000,000. 


Beyond the monetary benefits of this 
plan, consideration might be given to the 
saving in paper and other materials. The 
paper which would not be consumed if 
30,000,000 tax returns were eliminated would 
equal that now used in printing 150,000,000 
copies of the blank tax forms, 30,000,000 in- 
struction pamphlets and perhaps 30,000,000 
envelopes needed for mailing purposes. To 
that could be added the 15,000,000 special 
books and pamphlets on income taxes for 
individuals which would not be needed. If 
a saving of the total quantity of all the 
paper which could be saved through the 
elimination of 30,000,000 tax returns actually 
resulted through this plan, then the heavy 
demand for paper would be relieved to that 
extent. The benefit in this respect would be 
of a vital nature if it again becomes neces- 
sary to engage in war production. The 
same theory applies to the labor expended 
in printing and handling and all the other 
tasks required in connection with the filing 
of tax returns. 


Benefits 


The benefits under the proposed system 
are summarized as follows: 


(1) At least 30,000,000 income tax returns 
could be eliminated; and 30,000,000 taxpay- 
ers would be relieved of their worries in 
connection with the filing of tax returns and 
the determination of their taxable income, 
the amounts of the various deductions and 
their claims for exemptions. 


(2) The government would be able to 
save $45,000,000 in the cost of salaries, ma- 
terials, printing, handling and _ shipping, 
storage and other related expenses. Tax- 
payers would be able to save an additional 
$45,000,000 which they now pay in connec- 
tion with the filing of their tax returns. 
The combined saving would total $90,000,000. 


(3) The government would be assured of 
full collection of tax on eighty-nine per cent 
of the aggregate income reported by tax- 
payers in the group having income under 
$5,000. Returns would have to be filed for 
only the remaining eleven per cent of the 
aggregate reportable income. In connection 
with the latter, information returns would be 
required for payments of $100 or more toa 
person in one year. 
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(4) Completely covered by withholding 
under the proposed system would be ninety- 
eight per cent of all those who report income 
only from salaries or wages, ninety-four 
per cent of all those who report income only 
from dividends and interest and about ninety 
per cent of all those who report a combina- 
tion of salaries or wages and dividends and 
interest. . 


(5) Excess withholdings of more than a 
billion dollars would not be taken errone- 
ously from taxpayers, as under the present 
system, and then refunded to them many 
months later with six per cent interest. This 
is an imposition on the taxpayers as well 
as a high price to pay for the temporary 
withholding of their money. 


(6) The proposed method of withholding is 
of the utmost simplicity. It applies a single 
effective rate to every dollar of earnings 
after the exemptions have been absorbed by 
tax-free income of equivalent amount. With 
respect to salaries or wages, sixty-three per 
cent of employees have only one employer 
during the year, and an additional twenty- 
three per cent have only two employers 
during the year. Less work should be re- 


quired by employers to withhold the correct 
tax under the revised method. 


(7) In case additional tax revenue is re- 
quired in some future year, the funds could 
be obtained simply by increasing the effec- 
tive rate of withholding. In that manner 
provision could be made for any new pro- 
grams, such as national health or education 
or disability payments. On the other hand, 
if it is possible to reduce the tax revenue, 
it would be necessary merely to lower the 
effective rate. In that event, however, con- 
sideration, no doubt, would be given to an 
increase in the amount of the exemptions. 


(8) In order to reduce the work of the 
employers, it would be very desirable at the 
earliest date to combine the social security 
tax with the income tax withholding. 

[The End] 
Norte: The statistics and percentages shown 
herein are based on a study by the Internal 
Revenue Bureau relating to an estimated 
total of over 46,000,000 individual income 
tax returns filed for the year 1944. More 
complete summaries of the statistics of in- 
come are incorporated in the original article 
published in the May, 1948 issue of Taxes— 
The Tax Magazine. 
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THE PRESUMPTIONS OF SECTION 127—Continued from page 798 





tinguishable from that in the cases of Max 
Freudmann, [CCH Dec. 16,379], 10 TC 775, 
and Ruud Manufacturing Company [CCH 
Dec. 16,205], 10 TC 14, which are cited in 
the Andriesse opinion as analogous illustra- 
tions for the application of the particular- 
general enactment rule. 


The Freudmann case dealt with the rela- 
tionship of Section 42 and Section 182 (c). 
While Section 42 provides that a taxpayer 
on the cash basis must report the income 
received within the taxable year, Section 
182 (c) requires that each partner of a 
partnership must include in his taxable 
income his distributive share of the partner- 
ship’s net income whether or not distribu- 
tion is made to him. Here, it is obvious, 
Section 42 as the general enactment must 
give way to Section 182 (c) as the particular 
enactment. Section 182 (c) is correctly 
considered the specific provision which ex- 
empts the partner’s distributive share of 
the partnership’s income from the general 
rule of Section 42 that only income (actu- 
ally or constructively) received by the cash 
basis taxpayer constitutes his taxable in- 
come. Equally, in the Ruud Manufacturing 
Company case, it is correctly stated that since 
Section 711 (a) (3) B, in connection with 
Regulations 109, Section 30.711(a)-4(d) (now 
Regulations 112, Section 35.711(a)-4(d)), 
provided a special limitation applicable to 
refunds of excess profits taxes paid for a 
short taxable year under Section 711 (a) 
(3) (A) on an annual basis, the general 
limitation of Section 322(b)(3) cannot apply. 


In both cases the general enactment 
(Section 42 and Section 322 (b) (3), re- 
spectively) would include what is embraced 
in the particular enactment (Section 182 (c) 
and Section 711 (a) (3) (B), in connection 
with Regulations 109, Section 30.711 (a) -4(d) ). 
In both cases, it would be senseless to as- 
sume that the general enactment is operative 
beside the particular enactment and that the 
taxpayer has the right of election, as the 






“A real patriot is a man who can whistle The Star-Spangled 


particular enactment would then be deprived 
of any significance. As contrasted thereto, 
in the case under consideration Section 
23 (e) and Section 127, establishing deduc- 
tions of a different kind and serving differ- 
ent legislative purposes, can exist side by 
side, do not exclude each other and, there- 
fore, are not of the relationship of general 
and particular enactment. There is no 
precedence of Section 127 over Section 
23 (e); in fact, the taxpayer may elect 
either deduction. 


In the Andriesse case an actual seizure in 
the course of military operations by the 
enemy occurred and the taxpayer sustained 
an actual war loss. The only point in dis- 
pute was the year for which deduction of 
that war loss was allowable; hence, the in- 
terpretation of the presumptions of Section 
127 had bearing only upon the date of the 
war loss, whether the actual date could be 
elected or the date of the declaration of war 
against Germany, December 11, 1941, was 
determining. The issue of that interpre- 
tation, however, is of broader significance, 
as was shown in the article. It also com- 
prises the question of whether or not the 
presumptions are applicable to all proper- 
ties located in enemy or enemy-controlled 
countries at the specific dates determined by 
Section 127, even though the properties 
were lost by an ordinary casualty, within 
the meaning of Section 23 (e), which was 
not connected with the war, rather than by 
destruction or seizure in the course of mili- 
tary or naval operations. The Tax Court, 
in the Andriesse case, leaves that question 
undecided. From the position taken above, 
it is to be answered under the point of view 
that in neither case are the presumptions of 
Section 127 irrebuttable by the taxpayer; 
that they are always conclusive in his favor 
only; and that the taxpayer, therefore, may 
elect to take a deduction under Section 127 
or Section 23. 


Banner while making out his income tax report.”—A. R. Horr, Em- 


barrassing Dollars (Harper & Brothers, New York, 1935). 
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1949—IX 


Adams and Bazley 
Effect Takes on the Character 
of an End 


Tax Classics e e by Robert S. Holzman 


Adjunct Associate Professor, New York University Graduate School of Business Administration 


HE FUNDAMENTALISTS date every- 

thing back to Adam. The classical econ- 
omists, not to be outdone, date everything 
back to Adam Smith. When it comes to 
the essence of a recapitalization, tax men 
are able to date things back to an Adam 
among Adams—Adam A. Adams, to be 
exact. And just as the original Adam had 
a female protagonist who antedated him in 
violating strictures, here there was likewise 
a feminine taxpayer whose act slightly pre- 
dated Adams’. 


Alice H. Bazley and her husband owned 
the stock of a corporation in the contract- 
ing business. Under a recapitalization, old 
shares were exchanged for new shares and 
twenty-year six per cent debentures, which 
were callable; and surplus was reduced by 
$600,000, which was said to represent a 
capitalization of expenses for equipment 
that had been purchased out of current 
earnings. About a year later Mr. Adams, 
as the sole stockholder of Newark Theatres 
Building Corporation, voted for a recapitali- 
zation from old shares into new stock and 
debentures, without any change in the sur- 
plus account. The Commissioner shook his 
head twice: no sound business purpose, 
which the Court required as a prerequisite 
in the Gregory case... But there were business 
purposes, the two sets of stockholders 
chorused. 


Bazley: Our stockholders wanted a less 
fluctuating and more marketable security, 
one that could be sold without diluting their 
control of the corporation, one that would 
put our original stockholders on a par with 
creditors in this risky business to the extent 
of their investment. 


Adams: We would save New Jersey 
franchise tax on a lower capitalization; we 
would decrease federal taxable income by 
getting a deductible interest expense; and 


1See Robert S. Holzman, ‘‘Ten Years of the 


Gregory Case,’’ Journal of Accountancy, March, 
1945. 
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some relatives now working for the com- 
pany could be given securities without dilut- 
ing my interest. 


The Commissioner: Those are not sound 
business purposes from the corporate angle. 

On June 16, 1947, Mr. Justice Frankfurter 
rendered the opinion of the Supreme Court :? 

. ‘recapitalization’ must be construed 
with reference to the presuppositions and 
purpose of Section 112 (g). It was not the 
purpose of the reorganization provision to 
exempt from payment of a tax what as a 
practical matter is realized gain. . . . Since 
a recapitalization within the scope of Sec- 
tion 112 is an aspect of reorganization, noth- 
ing can be a recapitalization for this purpose 
unless it partakes of those characteristics 
of a reorganization which underlie the pur- 
pose of Congress in postponing the tax 
liability. 

“No doubt there was a recapitalization of 
the Bazley corporation in the sense that 
the symbols that represented its capital were 
changed, so that the fiscal basis of its op- 
erations would appear very differently on 
its books. But the form of a transaction as 
reflected by correct corporate accounting 
opens questions as to the proper applica- 
tion of a taxing statute; it does not close 
them. Corporate accounting may represent 
that correspondence between change in the 
form of capital structure and essential iden- 
tity in fact which is of the essence of a 
transaction relieved from taxation as a re- 
organization. What is controlling is that a 
new arrangement intrinsically partake of 
the elements of reorganization which un- 
derlie the Congressional exemption and not 
merely give the appearance of it to accom- 
plish a distribution of earnings. In the 
case of a corporation which has undistributed 
earnings, the creation of new corporate ob- 
ligations which are transferred to stock- 
holders in relation to their former holdings, 


2 Bazley v. Commissioner; Adams v. Commis- 
sioner [47-1 ustc f 9288], 331 U. S. 737 (1947). 
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so as to produce, for all practical purposes, 
the same result as a distribution of cash 
earnings of equivalent value, cannot obtain 
tax immunity because cast in the form of a 
recapitalization-reorganization. The govern- 
ing legal rule can hardly be stated more 
narrowly. To attempt to do so would only 
challenge astuteness in evading it. 


“What have we here? No doubt, if the 
Bazley corporation had issued the deben- 
tures to Bazley and his wife without any 
recapitalization, it would have made a tax- 
able distribution. One does not have 
to pursue the motives behind actions, even 
in the more ascertainable forms of purpose, 
to find that the whole arrangement 
took this form instead of an outright dis- 
tribution of cash or debentures, because 
the latter would undoubtedly have been 
taxable income whereas what was done 
could, with a show of reason, claim the 
shelter of the immunity of a recapitaliza- 
tion-reorganization. 


“A ‘reorganization’ which is merely a 
vehicle, however elaborate or elegant, for 
conveying earnings from accumulations to 
the stockholders is not a reorganization 
under Section 112. 


“In the Adams case [the] corpora- 
tion at this time had accumulated earnings 
available for distribution in a sum not less 
than $164,514.82, and this account was left 
unchanged. At the time of the exchange, 
the debentures had a value not less than 
$164,208.82. The finding by the Tax 
Court that the reorganization had no pur- 
pose other than to achieve the distribution 
of the earnings, is unaffected by the book- 
keeping detail of leaving the surplus account 
unaffected.” 


“The Circuit Court and the Tax Court 
decided the case against the taxpayer but it 
emphasized the fact that the recapitalization 
had no legitimate business purpose and it 
looked for a time as if a new element was 
going to be introduced in the reorganization 
provisions: a distinction between corpofate 
business purpose and business purpose of 
the stockholders. The Supreme Court 
avoided any such distinction.” * 


“MI UCH has been written about the busi- 
ness purpose rule, from its conception 
in the Gregory case to its apparent abandon- 
ment in the final Bazley and Adams decision. 

If the Supreme Court had based its 
conclusion on the Gregory doctrine of no 





3 Benjamin Harrow, ‘‘Recent Trends in Reor- 
ganization Cases,’’ New York Certified Public 
Accountant, January, 1948. 
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corporate purpose, the situation would be 
that the highest tribunal in considering any 
case would make its decision on presence 
or absence of business purpose, which would 
probably be arrived at (even though sub- 
consciously)’ by reasoning from effect to 
cause, and in accordance with the sym- 
pathies of the Court in each particular case. 
The Supreme Court, however, did not make 
the business purpose rule any part of its 
reasoning.” ‘ 


The “statement makes no mention of 
business purpose but rather seems to deal 
with the so-called ‘effect’ test familiar to 
Section 115 (g) cases. The silence of the 
Supreme Court in the Adams and Bazley 
cases with respect to the business purpose 
test becomes even more significant when 
one has been furnished with a transcript 
of the oral argument presented in the Baz- 
ley case. The transcript discloses very 
clearly that the matter of corporate busi- 
ness purpose was thoroughly argued and 
discussed at considerable length. . . . Con- 
sequently, the complete silence of the Court 
at this point certainly would indicate that 
it does not care to approve the doctrine.” ° 


This new “net effect” test was prompted 
out to use. The Commissioner “insists it is 
now established law that the net effect of 
the transaction, rather than the motives and 
purposes of the corporation or its stock- 
holders, is the test of taxability. It must 
be recognized that the net effect rationale 
inheres in a number of decisions. See Bazley 
v. Commissioner . but all this means is 
that no one factor is controlling. It surely 
does not mean that the mere existence of 
sufficient earnings and profits auto- 
matically brings the transaction within the 
provisions of Section 115 (g). . . . Just as 
the presence of a legitimate business pur- 
pose will not, standing alone, conclusively 
determine that Section 115 (g) is inappli- 
cable, so the mere fact that the corporation 
has sufficient surplus available does not con- 
clusively determine that the section is in- 
applicable. All relevant factors must be 
considered in determining the net effect of 
the transaction.” ° 





James S, Y. Ivins, ‘‘The Business Purpose 
Rule in Corporate Reorganizations,’’ Proceed- 
ings of the New York University Seventh An- 
nual Institute on Federal Taxation (Matthew 
Bender & Company, Inc., 1949), p. 1166. 

5 Thomas N. Tarleau, ‘‘The Business Purpose 
Doctrine and Corporate Reorganizations and 
Recapitalizations,’’ Proceedings of the Tax In- 
stitute of the University of Southern California 
School of Law (Prentice-Hall, Inc., 1949), p. 256. 

6 Snite et al. [CCH Dec. 16,311], 10 TC 531 
(1948). 
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IMILARLY, the “net effect” theory was 

found to have transcended the “motive” 
theory. “It seems to us this fundamental 
test is reiterated in the Supreme Court’s 
latest expression on the subject of reorgani- 
zations, Bazley v. Commissioner. . . . There 
the Supreme Court expressed no approval 
of the distinction which the lower courts... 
had attempted to draw between stockholder 
business purposes and corporate business 
purposes. In substance, it said that the 
lower courts had reached the right result, 
‘whatever may have been their choice of 
phrasing’. The only mention of ‘business 
purpose’ in the entire opinion is in the 
resumé of the Tax Court’s findings. In the 
light of the Bagley opinion and in that of 
Gregory, the important inquiry is, not so 
much as to the motives and purposes of 
the stockholders or the corporation, but 
as to the effect of what was done. 
Here, we are of the opinion that the transfer 
of operating assets from the old company 
to the new, so that the new company might 
carry on the business, was that kind of 
transaction. We do not believe that the 
statement in the Circuit Court’s opinion 
with reference to ‘the avoidance of tax con- 
sequences’ and ‘shareholder business pur- 
poses’ is sufficient support for the petitioner’s 
argument that their motive vitiates the re- 
organization. We are unwilling to attribute 
to that Court any intent to say that the 
motive of stockholders is controlling, when 
the Supreme Court has said in Gregory, and 
in effect repeated in Bagley, that the motive 
is immaterial.” * 


In order to minimize the possibility of 
being classified as a personal holding com- 
pany, a corporation entered a reorganiza- 
tion and transferred certain securities to a 


newly formed company. “In any event, 
however, the motive behind the transaction 
is not determinative, but the inquiry, rather, 
is as to whether what was done is the type 
of thing with which the reorganization pro- 
visions of the state were concerned. 

Cf. Bazley v. Commissioner. . . .”* 


Two stockholders owning all of the 
assets of a corporation desired to sell the 
stock. Realizing no success, a plan was de- 
vised to employ a manager having special 
ability and background to operate the cor- 
poration and ultimately to purchase the 
stock. The corporation was recapitalized 
from one thousand no par shares to one 
thousand $1 shares and $135,000 principle 


' Estate of John B. Lewis [CCH Dec. 16,433], 
10 TC 1080 (1948). 


8 Estate of Elise W. Hill [CCH Dec. 16,434], 
10 TC 1095 (1948). 
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amount of debentures. Surplus was about 
$103,000. The contract of employment with 
the new manager permitted him to buy the 
stock as rapidly as the corporation could 
retire the debentures, so that when the 
bonds were retired, he would own the cor- 
porate assets. Said the court: “Petitioners 
contend that the Tax Court has unduly 
extended the scope of the Gregory decision 
which was never intended to cover such a 
situation as is here present, but was‘directed 
only to the case where the so-called reorgani- 
zation was a sham executed only for the 
purpose of escaping a tax liability, and that 
a reorganization by way of recapitalization 
may have as its primary objective the busi- 
ness interests of its shareholders if unrelated 
to tax avoidance—that no necessity exists to 
show a corporate business purpose separate 
and distinct from the shareholders’ busi- 
ness interests. We think this analysis wrongly 
emphasizes the motive of the transaction 
rather than the ultimate effect of it. It is 
quite true that there was nothing illegiti- 
mate about the arrangements here entered 
into. We note, however, that according to 
the testimony of two witnesses, the parti- 
cular plan chosen was thought to be tax 


free and was worked out with that thought 
in mind.” ® 


To get funds to meet personal obligations, 
stockholders liquidated their corporation. 
They then conveyed the property to a new 
company, which continued the business for- 
merly carried on by the original company. 
The Commissioner claimed that no stepped- 
up basis’ was proper because there was a 
reorganization, but the taxpayer claimed 
there was no reorganization because the reason 
for the transaction was personal as opposed to 
corporate. “Petitioner relied primarily upon 
U. S. Treasury Regulation 103, Sec. 19.112 
(g)-1 and -2; Gregory v. Helvering = 
Bazley v. Commissioner, . . . Applying these 
principles to the cases under consideration, 
we think the decision of the Tax Court is 
conclusive. . The Tax Court did not 
predicate its conclusion that there was a 
reorganization upon any single finding of 
fact nor a single step in the transaction. It 
reached its conclusion by following the 
rule ‘that requires all parts of the trans- 
action to be considered together rather 
than separately’.” ” 


BANK suggested to the manager of a 
-blanket corporation that it was too much 
of a one-man company: if anything hap- 


® Heady v. Commissioner [47-1 ustc { 9295], 
162 F. (2d) 699 (CCA-7, 1947). 

10 Survaunt v. Commissioner [47-2 ustc {| 9344], 
162 F. (2d) 753 (CCA-8, 1947). 
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pened to the manager, the company would 
fall into the hands of the stockholders, all 
of whom were inexperienced women. “. . 

complying with this advice and with the 
triple purpose of preventing the company 
from falling under the voting control of 
inexperienced women, of inducing new ex- 
ecutive talent to take a financial interest in 
the company in addition to the salary re- 
ceived, and of placing the stock of the 
company in such a position so that it would 
be more attractive to investors, [the mana- 
ger] devised a plan” under which common 
stockholders could get preferred stock for 
their shares, if they desired. ‘The recapi- 
talization of December 1941 did not channel 
to the preferred stockholders accumulating 
earnings of North Star. It was done to 
accomplish a business purpose of North 
Star and no capital gain was recognized.” ™ 


The decision generally is associated with 
fraud or, at least, deception. There is a 
cloud “even over them also who have not 
sinned after the similitude of the transgres- 
sion of Adam. .”* “At the outset, it is 
not inapposite to note that the case at bar is 
not one . . . where the plan of reorganiza- 
tion was a vehicle for conveying earnings 
from accumulations to the stockholders. Cf. 
Bazley v. Commissioner. . . .”™ “It is well 
established that fictitious or sham transac- 
tions may be disregarded in the determina- 
tion of the true tax liabilities and that if 
upon an analysis of a transaction it appears 
that substance rather than form should gov- 
ern, the form of the transaction may be dis- 
regarded. Gregory v. Helvering . . .;™ 
Helvering v. Clifford . ; °° Commissioner v. 
Tower ...;™ Bazley v. ‘Commissioner. eee 


11 Dean [CCH Dec. 16,206], 10 TC 19 (1948). 

122 Romans 5:14. 

13 Commissioner v. Estate of Franklin 8S. Ed- 
monds [48-1 ustc { 9160], 165 F. (2d) 715 (CCA-3, 
1948). 

14 See ‘‘Tax Classics,’’ 1948-V. 

1458 See ‘‘Tax Classics,’’ 1948-XI. 

16 See ‘‘Tax Classics,’’ 1949-II. 

Mim. 6243 [1948 CCH { 6093], 1948-7-12772. 


But the rationale of the decision might 
be applied indiscriminately to more innocent 
situations. “The Supreme Court in the Bazley 
and Adams cases dealt with extreme cases 
of recapitalization of family corporations 
having accumulated earnings. . . . Yet such 
a recapitalization or reorganization, con- 
ceivably even of a publicly-held corporation, 
where there were accumulated earnings, might 
fail to escape tax if the broad ‘effect-test’ 
language used by the Supreme Court in its 
opinion in these cases were applied out of 
context.” * 


HIS CONCEPT, if new to jurists and 

tax practitioners and writers, is very 
familiar to any freshman who is studying 
philosophy. The concept is not so old as 
Adam, but it predates the Christian Era. 
Anciently, there was developed the idea of 
teleology, which “signifies the science of 
ends.” Stated simply, “A plurality of ele- 
ments independent of each other, when so 
arranged as to produce a rational and valu- 
able result, implies an architectonic intelli- 
gence which desired and fore-knew this 
result.” “We maintain that what 
occures first as an effect, takes thereupon 
the character of an end, by reason of the 
number and complexity of the combinations 
which have rendered it possible.” This 
relation of the intermediate steps to the end 
result is teleology—as is the Bazley-Adams 
decision. 


But since that case, the planning of a tax- 
free recapitalization is not so easy as 
“. , . in Man’s pre-Adamite days .. . 
a perfect life sans Code.” ™ 
[The End] 


148 Norris Darrell, ‘‘Recent Developments in 
Nontaxable Reorganizations and Stock Divi- 
dends,’’. Harvard Law Review, June, 1948. 

1% Felix Adler, ‘‘The Problem of Teleology,’’ 
International Journal of Ethics, April, 1904. 

2? Paul Janet, Final Causes (Charles Scribner’s 
Sons, 1905), p. 40. 

21 Sir Richard Burton, The Kasidah (Bernard 
Quaritch, 1880), p. 9. 


ENTERPISE DEBT 
Of the $18,304,000,000 in state and local government debt out- 
standing in 1948, more than one third, or $6,495,000,000, was for the 
financing of public enterprises—utilities, housing authorities, etc.— 
according to a report, Governmental Debt in 1948, released by the 
United States Bureau of the Census. 
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Books ... 


The Old Gray Mare 
Is What She Used to Be 


The American Economy: Its Problems and 
Prospects. Sumner H. Slichter. Alfred A. 
Knopf, 501 Madison Avenue, New York 22, 
New York. 1949. 223 pages. $2.75. 


“The American economy is far better than 
most people realize.” Many of us agree with 
this statement, but when asked to elaborate, 
to explain fully we soon would find our- 
selves resorting to the expression of gener- 
alities, because we do not have the facts 
and figures necessary for substantiation of 
the premise at our tongue tip. Professor 
Slichter, however, is never lost for such 
facts and figures that will prove his point 
that the American economy is far better 
than most people realize. 


This Lamont University professor (Har- 
vard) is well known in economic and busi- 
ness circles for his many articles and books 
on the American economy and for their 
constructive viewpoint. This book is the 
revision of five lectures given at the Stan- 
ford University Sixth Business Conference 
in July, 1947. 


Professor Slichter analyzes what he terms 
the five great characteristics of the Ameri- 
can economy: it is highly competitive; it 
is highly dynamic; it is predominantly an 
economy of private enterprise; it is a laboris- 
tic economy; and it is highly self-sufficient. 
And he comes out with fairly optimistic 
answers. His comment covers a range of 
subjects from population figures to labor 
union behavior. 


The rate of the population growth may 
decline in future years—but not withstand- 
ing there will be a rise in the number of 
people in the working force. This will come 
about through shortening of hours of work 
and through the entering of the labor force 
by more women, that is, a larger proportion 
than now. It will be no surprise to the 
author if the hours of work are shortened 
to six per day by 1990. 


The professional manager of corporations 
today is less likely to take long chances as 
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did the earlier owner-managers of indus- 
try, and this is a development all to the 
good. Their cautiousness has not reflected 
itself in retrogressive policies, rather the 
opposite is true. The record of expansion in 
1946 and 1947 refutes the charges of over- 
cautiousness. Expansion plans are put into 
operation after more thoughtful investi- 
gation and therefore have greater chances 
of success. This on the whole is a stabil- 
izing factor. 


Slichter does not look on the make work 
rules of the unions as anything seriously 
affecting the economy and is inclined to 
say that certain alarmists are over empha- 
sizing them. They do not help the union as 
much as the union hopes that they will. The 
unions themselves as they gain experience 
are likely to abandon the practices, realizing 
that they do not help, and that they limit 
their own bargaining on other matters with 
management. Management as a whole, he 
points out, is a pretty good bargainer. 


But what of this shift of power from 
capital to labor in the United States? Has this 
retarded the growth and progress of the 
country? No. The unions are in a growing- 
up process and when they learn to be more 
concerned with the labor movement than 
their own personal union group affairs there 
will be a definite improvement in their eco- 
nomic stability. This change in power, in 
itself, is not the result of weakness in the 
American system, but a demonstration of 
its strength, in that it can absorb these 
changes and shifts in power, and still main- 
tain a high standard of living for its indi- 
vidual components. These very shifts which 
have occurred are proof that other groups 
and other shifts of power can take place 
peacefully within the framework of this pri- 
vate enterprise economy. “The laboristic 
society that is emerging in the United States 
has an opportunity to build far better economic 
institutions than the world has ever seen.” 


The assumption of power carries with it 
responsibilities which challenge labor. 


Can the laboristic society, in the years to 
come, give to this country the same rate of 
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industrial progress attained under the era 
of the capitalists and can it guarantee that 
the standard of living will double every 
forty years as it has done when the power 
lay with the owners of capital? The whole 
book lays a foundation for the putting 6f 
this question. 


If the answer is to be yes, then we have a 
eloquent demonstration of positive proof to 
the world of the dynamic character of Ameri- 
can democracy. The development of economic 
strength is answer to Russian derrogation 
of private enterprise and the answer to their 
aggression, too. If the answer is yes, we 
can have a long period of fruitful living for 
our citizens. 


National Husbandry 


Monetary Management. E. A. Goldenweiser. 
McGraw-Hill Book Company, Inc., 330 
West 42nd Street, New York 18, New York. 
1949. 175 pages. $2.75. 


Money by itself is neither the root of all 
evil nor the source of all good, says the 
author—to which we might add, neither is 
it an easy subject to understand. But to 
make the subject understandable to non- 
technical readers is the author’s purpose in 
preparing the book, and he succeeds very 
well in accomplishing his purpose. 


Man in this age must be better informed 
on a large number of subjects, and since 
this nation has assumed a dominant position 
in the world, better understanding of the 
meaning and the function of money is a 
requisite of this nation’s subjects, at least 
those in professional and management 
capacities. 


In-a well-functioning modern economy 
there has to be sufficient buying power, 
that is, money in its broadest sense, to take 
off the market all the goods that are cur- 
rently produced. To do this there has to 
be an adequate supply of money as well 
as an adequate use of this supply. 


But money is subject to management, for 
it cannot manage itself—management by 
government—our Federal Reserve Board. 
How this is to be done brings about a diver- 
gence of opinions. 


“How divergent views can be, on the 
subject of money, is illustrated by the situ- 
ation prevailing in the summer of 1948. 
There was at the time an, unprecedentedly 
large supply of money, a great domestic 
and foreign demand for goods and services, 
a short supply of many of these, and a ris- 
ing level of prices. On their face these 
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were perfect symptoms of inflation. Yet 
there was controversy. Some said that prices 
would not rise if only wages were kept 
down. In this statement they overlooked 
the fact that labor had been successful in 
obtaining higher wages.only because em- 
ployers knew that in the existing sellers’ 
market they could pass the increased costs 
to the consumer. Others said that prices 
were high because corporations insisted on 
high profits. They overlooked that, in many 
instances, the apparent profits were merely 
bookkeeping profits and that, broadly speak- 
ing, the function of business executives is 
to seek as high prefits as can be obtained, 
in many cases over the short run, in most 
cases over the long run; this is the basis 
of operation of the system of free enter- 
prise and the profit motive. What was ig- 
nored was that the reason corporations 
could charge high prices and make large 
profits was that the public had the means 
and the desire to buy the goods, even at 
high prices. Some ascribed the entire situ- 
ation to over-abundance of money and other 
liquid assets—the heritage of war finance. 
There is truth in all these statements. If 
wages were not increased, the inflationary 
spiral would be restrained, not so much be- 
cause costs would be lower as because work- 
ers would have less money with which to 
bid for goods. If corporations were not 
willing or not able to raise prices, they 
would have less money to bid up capital 
goods and to pass on to the stockholders 
in dividends. If the money supply were re- 
duced, this also would tend to reduce de- 
mand for goods and would remove a cause 
of upward pressure on prices. The casual 
relationship in all these economic phenom- 
ena runs in both directions. They are all 
causes and all consequences. The problem 
is at what point the circle can be broken. 
And this is where the importance of money 
becomes apparent. None of the other fac- 
tors—wages, profits, prices—are readily sus- 
ceptible of management in a free economy, 
because they are affected by numerous de- 
cisions of individual participants in the 
economic whole. But the supply and avail- 
ability of money, which enters into all the 
other relationships, is susceptible to regu- 
lation in a way that is both impersonal and 
persuasive.” 


The issues of increased taxes and gov- 
ernmental budgetary deficits that are being 
debated now, in no small measure involve 
considerations of management of the money 
supply. Where deficits arise from the op- 
eration of government depression programs, 
the author recommends that the deficits be 
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met by new money, that is, the sales of gov- 
ernment bonds to the banks. If our cold 
war should become combustible, the recom- 
mended procedure would be that of increas- 
ing taxes and holding down the deficits— 
a sort of pay as you go as far as possible 
plan—plus the offer of nonmarketable bonds 
to the public, making their purchase com- 
pulsory. Additional funds needed over the 
amounts supplied by these two expedients 
would have to come, then, from the sale of 
securities to the federal reserve system. 


These methods, the author holds, will 
greatly reduce the inflationary impact of 
another war. These are painful methods, 
but they are the monetary cost of war and 
the monetary reason for the maintenance 
of peace. 


This -treatise on monetary management 
is a research study of the Committee for 
Economic Development and is therefore an 
authoritative evaluation of the central bank- 
ing system in relations to domestic and 
world-wide conditions. Mr, Goldenweiser, 
by virtue of his long experience as Director 
oi Research and Statistics for the Board of 
Governors of the Federal Reserve System, 
is unusually qualified to make such an ap- 
praisal. And this is not only ours, but Mr. 
Yntema’s opinion as well. 


It Is Not a Problem Child 


Corporation Finance. Hiram L. Jome. 
Henry Holt and Company, 257 Fourth Avenue, 
New York 10, New York. 1948. 676 pages. $4. 


So many books of this and similar titles 
take as their thesis the condemnation of 
corporations, stressing all the abuses which 
stem from the misuse of this creature of 
law. This is not such a book. The author, 
a professor at DePauw University, designed 
the book as a college text, and he has 
maintained an impartial and objective point 
of view throughout. The faults as well as 
the advantages are not overplayed but are 
analytically presented. 


“In a dynamic society there must be new 
companies and new industries. Not all new 
enterprises will be successful. Some will 
be failures. To determine whether they will 
succeed, they must all be tried. In order 
to be tried, they must be financed. To be 
financed, securities of some kind must be 
issued. To prevent the issuance of untried 
securities would be suicidal.” For this 
reason we have the federal act regulating 
the issuance of securities and the state 
blue sky laws. Neither of these, as is some- 
times thought, is a guarantee for the security. 
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The investor must still protect himself and 
his funds. 


From the economic point of view, the 
corporation is essentially a device sanc- 
tioned by the state to give certain advan- 
tages and privileges to individuals acting for 
specified purposes as a unit. From the legal 
point of view, the corporation is an entity 
by itself, composed of men, but separate 
from men, existing only by permission of 
the state. 


The judicial view is a formidable and a 
metaphysical view. Modern jurists have 
continued to follow this metaphysical theory 
of Coke’s and Chief Justice Marshall’s, em- 
phasizing that the corporation is an artifi- 
cial being in the eyes of the law, and that 
it exists by consent of the sovereign. 


At the other extreme is the economic 
concept, which holds that it is merely an 
association of individuals acting collectively 
with the consent of the state—a device 
through which income is channeled for the 
purpose of distribution. 


The two theories, the author points out, 
are often mixed in our thinking, with two 
unfortunate results: “(1) Inconsistencies 
have grown up in our social policies towards 
the corporation and (2) the corporation is 
used by unscrupulous individuals to ac- 
complish subterfuge and deceit.” 


Let’s place you in the position of Mr. 
Smith, an investor, or in the position of one 
who is called upon to advise regarding the 
investment of Mr. Smith’s funds. Do you 
know the mathematics of a bond invest- 
ment? The chances are that you do not, or 
that you are hazy about such items as yields 
and maturity values. 


“Mr. Smith buys a bond bearing an an- 
nual coupon rate of 5 percent, interest pay- 
able annually. The bond is quoted at 100— 
that is, 100 percent of par value. Mr. Smith, 
therefore, pays $1000 for a $1000-par bond. 
He makes the purchase on July 1, 1947, and 
the bond has five years to run. What is the 
essential nature of Mr. Smith’s investment? 


“In purchasing this bond, Mr. Smith gets 
a legal right to $50 interest at the end of 
the first year, a second such payment at the 
end of the second year, a third at the end 
of the third year, a fourth at the end of the 
fourth year, and a fifth at the end of the 
fifth year. The principal of $1000 will also 
be due at the end of the fifth year, Mr. 
Smith is to remit at the present time for 
all these future payments. It follows that, 
to become the owner of the bond, he will 
have to pay the total of these present values. 
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“The $50 interest to be paid to Mr. Smith 
at the end of the first year is worth less 
than $50 now. Remember that we have 


assumed the market or current rate of in- 
terest necessary to draw funds into that 
company and that industry to be 6 percent. 
The first interest installment of $50 divided 
$50 
by 1.06, or 
1 


, or $47.17. If you reverse 
the process, you will note that $47.17 at the 
present time will at 6 percent interest amount 
to $50 at the end of one year. 


“By purchasing the bond in our illustra- 
tion, our investor is buying at the present 
time an annuity of $50 for five years or 
five future payments of $50 each, due at 
the end of each successive year. The pres- 
ent values of these five future payments 
total $47.17+$44.50+$41.98+ $39.60+ $37.36 
or $210.61. The legal right to demand and 
to receive all of these, one by one, in the 
future as they fall due is bought by Mr. 
Smith today for $210.61. 


“The principal of $1000 is to be repaid on 
the due date, that is, at the end of five years. 
$1000 
Its present value is, therefore, 


(1.06)°. 


“Since the present value of $50 due at the 
end of five years is, according to our pre- 
vious computation $37.36, the present value 
of $1000, or twenty times $50, due at the 
end of five years, is twenty times $37.36, or 
$747.20. The total present value of the five 
interest payments and of the principal is, 
therefore, $747.20+-$210.61 or $957.81. This 
is the theoretical or mathematical market 
value of this bond. Such bond selling below 
100, that is, below $1000 for a $1000-par 
denomination, is known as a discount bond.” 


What should Mr. Smith do about a proxy 
that he has received? If he signs it and 
returns it, does he play into the hands of 
the management, or if he throws the proxy 
into the wastebasket, does he serve his best 
interests? : 


As we have said, the book is a text book. 
As such it is not concerned entirely with 
the theory of the corporation—economic, 
legal or political—but with that fact that 
there exists in our economy a device known 
as the corporation, which operates most of 
the manufacturing of the country, which 
provides most of the investment opportuni- 
ties for the savings of the citizen, and which 
furnishes him with most of the comforts 
and necessities of life. This device has ter- 
rific impact upon “the individuals who deal 
with the corporation and who are influenced 
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by it activities: the suppliers of labor or the 
workers; the purchasers of goods and serv- 
ices or the consumers; the regulators and 
the taxers or the government; the suppliers 
of funds or the investors.” 


In this respect, this book, reviewing as it 
does the whole range of the subject of cor- 
porate finance, can help the investor by 
acquainting him with the operation of the 
creature of the law in which he puts his 
money. 


ARTICLES 


The “Tower” of Babel .. . Two cases— 
Tower and Lusthaus—have created confusion 
in partnership tax law. The language of 
what doctrines do they speak—Gregory, Clif- 
ford, Shulak or Boozer?—Haskell, “Capital 
Contributions and ‘Business Purpose’ in 
Family Partnerships,” Minnesota Law Re- 
view, June, 1949. 


Preferred Stock . . . The taxability of 
stock issued as a dividend is a very clouded 
point. This article deals with criticism of 
Treasury policy in this respect, by illus- 
trating that the government is only follow- 
ing its interpretation of Supreme Court 
directions—DeWind, “Preferred Stock ‘Bail- 
Outs’ and the Income Tax,” Harvard Law 
Review, May, 1949. 


Economists’ View . . . The point made 
is that when economists examine the tax 
system and write opinions, the citizen suf- 
fers from a plethora of statistics, technical 
terms and contradictory conclusions. He 
loses patience, looks at the whole thing as 
political and so votes according to his in- . 
clinations, not according to the findings of 
the learned authorities.—Blum, “Tax Policy 
in a Democratic Society,” National Tax Jour- 
nal, June, 1949. 


Walking in a Basket of. Eggs... The 
“home-rule” idea in Pennsylvania has cre- 
ated multitudes of taxing districts, which 
require recordkeeping, withholding, assess- 
ment and collection. To keep from running 
afoul of the laws of some districts is like 
walking in a basket of eggs, says the author. . 
—Moore, “The ‘Home-Rule’ Tax Act— 
A Solution or a Challenge?” University of 
Pennsylvania Law Review, May, 1949. 


On Again, Off Again... Such was the 
experience of Oregon citizens with the com- 
munity-property statute. Now it’s off again, 
but serious legal problems are created by 
the repeal of the statute-—Moshofsky, “Re- 
peal of the Community-Property Law,” 
Oregon Law Review, June, 1949. 
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APPELLATE AND LOWER COURTS 


Gift tax: Release of marital rights not 
sufficient consideration.—The donor and her 
husband entered into a separation agreement 
which provided for the payment of $50,000 
by the donor to the husband in return for 
his relinquishment of any claims to her 
property. The agreement further provided 
that, in the event of a decree of divorce, 
the provisions of the agreement might be 
embodied in the decree, provided that they 
should not be altered thereby in any manner, 
Upon execution of the agreement, the donor 
paid the $50,000 to the husband. At the 
same time, the parties entered into an oral 
agreement providing that, if the donor 
should obtain a divorce, she would pay an 
additional $50,000 into a trust fund previ- 
ously established by her for the benefit of 
her husband. Subsequently, the donor ob- 
tained the divorce and paid the additional 
$50,000 into the trust fund. It is held that 
both $50,000 payments are subject to gift 
tax. The release of marital rights is not 
regarded as sufficient consideration to avoid 
the imposition of gift tax, regardless of 
whether the transaction involved an ante- 
nuptial settlement or a separation agree- 
ment. Here, there was no judgment debt 
upon which to predicate any liability on the 
part of the donor, since the payments were 
made independently of the divorce decree.— 
Commissioner of Internal Revenue, Petitioner 
v. Estate of Josephine S. Barnard, Deceased, 
City Bank Farmers Trust Co., Executor, Re- 
spondent. Estate of Josephine S. Barnard, 
Deceased, City Bank Farmers Trust Co., Ex- 
ecutor, Petitioner v. Commissioner of Internal 
Revenue, Respondent, 49-2 ustc § 10,729. 


Estate tax: Suit for overpayment: Capac- 
ity as foreign executors—The decedent’s 
executors brought suit in the Federal Dis- 
trict Court for the Southern District of 
New York to recover an alleged overpay- 
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ment in estate taxes. They had been ap- 
pointed to their representative positions by 
a Connecticut probate court, the decedent 
having died a resident of Connecticut. Al- 
though the executors, as individuals, were 
domiciled within the Southern District of 
New York, they were held to lack capacity 
as foreign executors to sue in that court.— 
DC N. Y. Joseph B. Kruskal, A. Herman 
Kruskal, and Asa B. Kellogg, as Executors 
of the Estate of Eugene Kruskal, Deceased, 
Plaintiffs v. United States of America, De- 
fendant, 49-2 ustc J 10,728. 


TAX COURT 


Estate tax: Deductions: Claim for un- 
authorized advances to life beneficiary.— 
Where the trustees of a testamentary trust 
made unauthorized loans totaling $202,500 
from the trust corpus to the life beneficiary, 
and the beneficiary repaid only $163,500 of 
the advances during her life, it was held, 
upon the facts, that the trustees had a valid 
claim under local law to recover the balance 
of $39,000 from the life beneficiary’s estate, 
which was deductible under Section 812 (b) 
of the Code in computing her estate tax.— 
Estate of Carolyn J. Clement, Deceased, Nor- 
man P. Clement, Harold T. Clement, and 
Stuart H. Clement, Executors v. Commis- 
sioner, CCH Dec. 17,091. 


Estate tax: Deductions: Operating ex- 
penses of trust.—In determining the value 
of a revocable trust includible in the gross 
estate for estate tax purposes under Code 
Section 811 (c), it was held that (1) at- 
torney fees and other miscellaneous expenses 
attributable to the administration of the 
trust which were not shown to be liabilities 
at death of the decedent are not proper de- 
ductions; (2) none of the above items are 
deductible from the gross estate as adminis- 
tration expenses of the estate under Section 
812 (b).—Estate of Elizabeth W. Haggart, 
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Deceased, Kathryn C. Schleyer and Girard 
Trust Company, Executors v. Commissioner, 


CCH Dec. 17,080. 


Estate tax: Jointly held property: Money 
consideration.—A wife did not acquire her 
interest in jointly held property from her 
husband for a full and adequate considera- 
tion in money or money’s worth, within the 
meaning of Code Section 811 (e) (1), where 
she nursed her husband for forty-eight years 
and he had agreed she should have $12.50 
per week for her services to him.—Estate of 
Harold Loveland, Hattie F. Loveland, Execu- 
trix v. Commissioner, CCH Dec. 17,078. 


STATE COURTS 


Contest of will: Compromise agreement: 
Deduction.—An amount paid by the deced- 
ent’s administrator, in a contest of will suit, 
under a compromise agreement, is not an 
allowable deduction as a claim against the 
estate. The decree entered in a contest of 
will suit is not binding in an inheritance tax 
proceeding.—Ind. Indiana Department of 
State Revenue, Inheritance Tax Division, State 
of Indiana, Appellant v. Hal T. Kitchin, Ad- 
ministrator of the Estate of Albert V. Doug- 
las, Deceased, Appellee, CCH INHERITANCE 
ESTATE AND Girt TAX REPorTs J 16,445. 


Stock purchase agreement: Increased 
value.—In 1937, when the decedent was 
forty-three years of age and his brother was 
thirty-eight years of age, a contract was 
entered into by them with a corporation, in 
which they each owned forty-eight per-cent 
of the stock, for the purchase, within thirty 
days of death, of one half of the deceased 
person’s stock for $25,000. The decedent 
died’ in 1947 and purchase was made in 
accordance with the terms of the contract. 
In 1937, at the time the contract was entered 
into, $25,000 was a fair market value of the 
stock but at the time of the decedent’s death, 
it was worth $100,000. The transfer is sub- 
ject to inheritance tax, as a gift to the corpo- 
ration, to the extent that the actual market 
value exceeds the amount paid—N. J. 
Marian L. Schroeder, Executrix, et al., Appel- 
lants v. William D. Kelly, State Tax Commis- 
sioner, Respondent, CCH INHERITANCE EsTATE 
AND Girt Tax REporTs {J 16,432. 


Intangibles: Taxability of nonprofit cor- 
poration for improvement of cattle breeding. 
—A nonprofit corporation, devoted to the 
improvement of the breeding of Jersey cattle 
in the United States and the registration 
of such cattle, is engaged in “business” as 
that term is defined in Section 5325-1, Gen- 


eral Code, and its tangible personal property 
is subject to taxation. However, since such 
corporation is organized and operated ex- 
clusively for scientific purposes within the 
meaning of Section 5328-la, General Code, 
its intangible personal property, consisting 
of credits, although used in business under 
the provisions of Section 5327, General 
Code, is not subject to taxation—Ohio. The 
American Jersey Cattle Club v. Glander, CCH 
Outo TAx REpPorts {[ 20-106. 


Intangibles: Classification of prepaid beer 
tax stamps and crowns.—Tax stamps and 
crowns in the possession of a_ brewer, 
representing the prepayment of excise taxes 
and which are necessary in the conduct of 
that business, are properly classified as “pre- 
paid items used in business” within the 
meaning of Section 5327, General Code, and 
not as “other taxable intangibles” under Sec- 
tion 5327-1, General Code—Ohio. The 
Burkhardt Brewing Company v. Glander, CCH 
Ounto TAx Reports J 25-009. 


Intangibles: Finance company loan losses. 
—In determining the value of the outstand- 
ing loans of a finance company which is 
taxable as a dealer in intangibles, it was 
proper to calculate the possible losses on 
such loans from the taxpayer’s records of 
losses on such loans over a five-year period. 
—Ohio. Capital Finance Corporation v. Glan- 
der, CCH Onto Tax Reports ff 25-008. 


Contingent interest: Valuation.—The de- 
cedent bequeathed his residuary estate in 
trust for the benefit of his son and his 
daughter, for their lives, with remainders to 
their “surviving lineal descendants per stirpes.” 
However, he gave the trustee discretionary 
power to use the income, or the principal if 
necessary, of the son’s share of the estate, 
for the education, etc., of the son’s adopted 


.son. This share of the estate is taxable, in 


its entirety, as “a succession of the adopted 
grandson” under Section 5343 of the Code, 
rather than as a life estate in the son with 
remainder in the adopted grandson, because 
the adopted grandson may receive the entire 
income during the lifetime of his adoptive 
father, the decedent’s son—Ohio. Estate 
of Joseph Friedman, Deceased, The Cleveland 
Trust Co., Executor, Lester I. Friedman and 
Dena Friedman Stone, Plaintiff-Appellants v. 
State of Ohio, Department of Taxation, In- 
heritance Tax Division, Defendant-Appellee, 
CCH INHERITANCE EsTaTeE AND Girt TAx 
Reports J 16,446. 


Vendor’s burden to sustain claim for tax- 
exempt sales—Where the amount of a 
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vendor’s gross receipts from sales is known, 
the burden rests upon such vendor to show 
what part, if any, of such receipts resulted 
from sales of tax-exempt merchandise in 
order to sustain a claim for insufficient allow- 
ance for tax-exempt sales—Ohio. Greenzalis 
v. Glander, CCH Onto Tax Reports { 69-005. 


Joint tenancy v. tenancy by the entircties: 
Property held by husband, wife and daugh- 
ter.—Stocks and bank accounts were held 
in the names of the decedent, his wife and 
daughter as “joint tenants with the right of 
survivorship and not as tenants in common.” 
The lower court held that the decedent and 
his wife held one half of the property as 
tenants by the entireties and that the daugh- 
ter owned the other half, and that the dece- 
dent’s half passed to his widow without 
liability for tax. It is held that this was 
“reading into the descriptive title of the 
three parties words which are not there” and 
that, properly, each of the three persons was 
seized with an undivided one-third interest 
and that the transfer of the decedent’s third to 
his wife and daughter, upon his death, is 





subject to inheritance tax—Penn. In the 
Matter of the Appeal from the Inheritance Tax 
Appraisement in the Estate of Henry F. A. 
Kleinschmidt, Deceased, CCH INHERITANCE 
EstaTE AND Girt TAx Reports ff 16,439. 


Gift tax: Payment by corporation: to 
widow of officer.—The taxpayer’s husband 
was president and general manager of a 
corporation at the time of his death in April, 
1945, and, in recognition of his services, the 
Board of Directors of the corporation paid 
his widow over $12,000 between May, 1945, 
and March, 1946. The company had no 
established plan for payment of benefits to 
the widows or families of deceased officers 
and employees, The amount paid does not, 
therefore, come within the scope of the ex- 
emption allowed for death benefits paid on 
behalf of employees, under Section 72.75 (6) 
(e), and it is, therefore, subject to gift tax.— 
Wis. Inez F. Miller, Petitioner v. Wisconsin 
Department of Taxation, Respondent, CCH 
INHERITANCE ESTATE AND Girt TAX Reports 
J 16,441. 
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No Status Quo in the Bureau 


The Bureau of Internal Revenue has a 
new magazine entitled Revenews Awards— 
Volume 1, Number 1, July, 1949. In one 
sense, it is not new but is merely a new 
name for Com. Circular Coll. No. 2017. We 
are certainly glad to see the name changed, 
for it wasn’t very easy to say: “We saw 
your picture and notice of your suggestion 
award in Com. Circular Coll. No. 2017.’ No 
sex appeal to a name like that! Revenews 
is different. 

This little publication is distributed among 
the Bureau’s employees and tells the story 
of the employees’ suggestions for increasing 
the efficiency of the Bureau’s operation and 
for reducing its cost. For instance, the sub- 
ject of one story is C. J. Ranney of the 
Fargo collector’s office. He was awarded 
$325 for his suggestion which permitted the 
discontinuance of a number of office opera- 
tions in connection with Form 1040ES. 

Since the inauguration of the suggestion- 
and-award system in July, 1947, 8,735 sug- 
gestions have been received. It isn’t easy 
to compute the savings in dollars and cents 
resulting from all the suggestions which 
have been adopted. Two thirds of them 
have resulted in new procedures which in- 
creased efficiency, but which have been diffi- 
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cult to translate into monetary savings. 
seep one third of the suggestions have 
rought about a provable saving of $249,656.24. 
Since March, 1948, 664 awards, totaling 
$15,675, have been made to employees. All 
employees, not only those in the income tax 
unit, are eligible to participate in the pro- 
gram. Charles M. Milos received an award 
for his method of detecting and estimating 
the amount of heroin in the presence of 
other alkaloids, and Peter J. Valaer, Jr.’s 
award resulted from his improvement of the 
methods of standardization, sampling, manu- 
facturing and testing various types of dis- 
tilled and fermented beverages. (Sounds 
like a nice job. This editor does some 
sampling and testing of various types of dis- 
tilled and fermented beverages, but he has never 
received an award for it—only a headache.) 
In an organization as big as the Bureau, 
the adoption of a suggestion-and-award sys- 
tem is sound and essential. It evidences a 
healthy mental attitude on the part of the 
management, which realizes that nothing is 
so perfect that it cannot be improved. It 
develops initiative on the part of the em- 
ployees, starts them to thinking about better 
methods. It pays off not only for the tax 
collector but for the taxpayer as well. As 
Revenews puts it: “When we're through 
changing, we are through.” 
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the Koppers Coal Company case, the most 
pertinent question at this time appears to 
be: “What, after the enactment of Section 
112 (b) (6)?” Surely, the court intended 
to make a distinction. 


Although the implication attributed to the 
Tax Court’s opinion in the Koppers Coal 
Company case does not appear to be war- 
ranted, perhaps there may be justification 
for contending that, in context, the refer- 
ence to Section 112 (b) (6) quoted above re- 
lates to the Commissioner’s alternate con- 
tention that the stock purchase and the 
liquidation are separate transactions. True, 
but the extent of the pains and the length 
at which the Tax Court treated the point 
brings to mind the classic observation in 
Hamlet that “The lady doth protest too 
much .,’ and thereby suggests an at- 
tempt at self-justification by the court for 
its conclusion. Moreover, if context be 
placed in issue, it might well be countered 
with the secure reply that it is in that con- 
text where the only indications of “same 
result” will be found, the court having said, 
at page 1220: 


“Petitioners alternative contention is that, 


if the series of transactions, beginning witlf 


the acquisition of the stock for cash 
and ending with the liquidation of the assets 
of those corporations ., is not to be 
taken as one integrated transaction, then 
each of the series of steps should be con- 
sidered as separate and distinct. It is 
pointed out that, if each of such steps is 
thus treated, the same result will follow.” 


Then, referring to the fact that the pur- 
chase price for the stock and the value of 
the assets received on liquidation were the 
same, and noting the absence of restrictions 
on recognition of gain or loss upon the 
liquidation in 1926 (although subsequent 
reorganizations, not here in issue, admit- 
tedly did not involve recognition of gain or 
loss), the court added, at page 1221: 


“Tf the liquidation of the six corporations 
and distribution of their assets to their sole 
stockholder is to be considered as a 
separate and distinct transaction and not 
an incident of the reorganization accom- 
plished in the acquisition of these stocks by 
the latter in exchange for its stock, then it 
was a pure liquidation, with recognized gain 
or loss measured by the difference between 
the cost of the stocks and the value of the 
assets, and the value of these is the price 


paid for the stock, since this price was paid 
after stripping the corporations of all other 
assets and all liabilities.” 


Again, on page 1222, the court said, seem- 
ingly somewhat apologetically: 

“It should be kept in mind that this is 
not a case in which the taxpayer is attempt- 
ing to get a ‘stepped up’ basis for the assets 
in question. It actually paid in cash 
and as a result of that payment received 
nothing more than the assets in question. 


“Thus, we think that either way the 
present series of transactions is viewed, 
Whether as one integrated transaction or as 
separate and distinct transactions, each with 
an individual tax significance, the same re- 
sult follows.” 


It could, of course, be pointed out that 
every parent corporation liquidating an “old” 
subsidiary which was not the victim of 
manipulation or profit diversion, or the 
losses, if any, of which were not availed 
of on consolidated returns, receives nothing 
for its investment other than the subsidi- 
ary’s assets. Even this need not be resorted 
to, however, for in 1926 there was no Sec- 
tion 112 (b) (6) to make a difference be- 
tween a multi-step single transaction and a 
series of separate transactions. Therefore, 
according every opportunity to assert itself 
to Mr. Stock’s “indication” of “no differ- 
ence” between the existence and nonexist- 
ence of Section 112 (b) (6) in 1926 seems 
to leave it beyond identification in the 
Koppers Coal Company case. 


With regard to point (2) of Mr. Stock’s 
contentions, it would appear to be sufficient 
to say that Section 112 (b) (6) is a special 
provision peculiar unto itself and not cov- 
ered by any other provision. There is no 
doubt that a merger of a wholly-owned sub- 
sidiary into its parent is in effect a complete 
liquidation of one corporation by another. 
This circumstance, however, does not repre- 
sent sameness but rather merely a similar- 
ity in limited respects, for all mergers are 
not complete liquidations, as that term 
generally is used, and all complete liquida- 
tions are not mergers. Moreover, the non- 
recognition of gain or loss in cases of mer- 
gers arises out of the fact that “merger” is 
included in the statutory definition of “re- 
organization,” and involves an exchange of 
property within the nonrecognition classes 
specified in the statutes. Liquidations, how- 
ever, while in a practical sense somewhat 
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similar to mergers of parents and wholly- 
owned subsidiaries, do not now and did not 
previously fall within the statutory definition 
of reorganization or meet the requirements 
of reorganization exchanges of property 
other than a mere return to a’ transferor 
of its stock for cancellation. 


In other words, not only did Section 112 
(b) (6) not exist, but nothing comparable 
to that section existed in 1926. Accordingly, 
its status and. effect cannot be said to be 
controlled by decisions based on the law 
in 1926. The fact that “other nonrecogni-’ 
tion sections” were, by their own nature, 
other provisions and not Section 112 (b) (6) 
should suffice to establish the absence of 
necessity of identical operation, and the 
absence of controlling significance when 
identical effect is not given to them. It has 
long been recognized that the law prior to 
1935 was different from the law today, at 
least insofar as the existence of Section 
112 (b) (6) is concerned. It is also recog- 
nized that in the absence of Section 112 (b) 
(6) in 1926, it probably would have made 
no difference whether the subject cases had 
been decided on the basis of one or of a 
series of transactions. However, there is 
no justification for citing cases, admittedly 
properly decided under the old law, as 
authority for a contention of the ineffective- 
ness of lawful subsequent statutory amend- 
ments to the law. 


The fact that other nonrecognition provi- 
sions were in effect in 1926 but did not play 
major parts in the Ashland Oil & Refining 
Company and Koppers Coal Company cases 
seems to suggest to Mr. Stock that those 
other provisions were “disregarded.” This 
may or may not have been the case with 
respect to those provisions which governed 
related transactions. The courts in those 
cases, however, saw fit to cite with approval 
the Prairie Oil & Gas Company case where 
it was held that the purchase of stock and 
immediate liquidation of the issuing com- 
pany did not constitute a reorganization 
which, in itself, covers the nonrecognition 
provisions most closely related to the facts 
in the subject cases. Meanwhile, other non- 
recognition provisions in existence in 1926 
so fully and so accurately described trans- 
actions not embracing the facts in the cases 
in question that such provisions were more 
in the class of being not pertinent rather 
than of being disregarded. In any event, 
even the disregard, if considered such, of 
provisions held ineffective, inapplicable or 
noncontrolling in other cases involving facts 
of the same nature and substance does not 
establish the probability of future disre- 
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gard of subsequent legislation expressly 
covering one of the transactions, or, if pre- 
ferred, steps, involved in cases governed by 
law in effect prior to the enactment of such 
legislation. 


The third point involved in Mr. Stock’s 
contentions appears to have been answered 
adequately by him in the last paragraph of 
his article under the subtitle “Other Tax 
Uncertainties” [page 637], where it is stated: 


“However, the niaking of a sufficient rec- 
ord to prove that the buyer was interested 
only in acquiring the assets may very well 
lead a court to decide that in substance 
there was a corporate sale of assets. This 
would result in taxable gains and profits 
to Corporation S, and the liability for such 
taxes might fall upon the buyer as trans- 
feree of the assets of Corporation S.” 


The risk inherent in a development of that 
type is agreed upon; in fact, the same point 
was made in the December issue. The pres- 
ent significance of the statement quoted 
above lies in the basic contention required 
to sustain application of the subject cases, 
that is, that the stock purchase and the sub- 
sequent liquidation were but steps in the 
purchase of the assets; also, in the great 
possibility and probability of greater em- 
phasis on a corporate sale under the Court 
Holding Company case [45-1 ustc 9215], 
324 U. S. 331, 65 S. Ct. 707, 89 L. Ed. 981, as 
compared with the views held in prior years. 
Surely, this feature constitutes a “result... 
different today.” This difference, itself, has 
several phases: first, the tying-up of capital 
beyond the intended initial purchase price; 
second, the loss of earnings which otherwise 
might be realized during the period of tie-up 
of the additional funds; third, although 
one hundred per cent of the amount of the 
tax to the liquidated subsidiary must be 
paid as additional cost only a portion of it 
is recovered through deduction for depre- 
ciation in income tax computations, the 
remainder being “recoverable” at the ex- 
pense (through reduction) of net. profit 
(after taxes) otherwise available; fourth, 
compared with the security attached to not 
having had to pay the additional cost, re- 
covery is speculative and therefore unsatis- 
factory as a result of the necessity of having 
to project piecemeal recovery into an un- 
certain future during the remaining useful 
life of the property. 


In conclusion, it seems proper to say that 
the most important phase of this entire 
question is the fact that two somethings 
new have been added since the occurrence 
of the basic facts in the Prairie Oil & Gas 
Company, Ashland Oil & Refining Company 
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and Koppers Coal Company cases, one of 
which makes the underlying theory and 
rule in those cases obsolete today; or, if that 
resu't does not occur, the other something 
new will make the theory and rule in those 
cases either academic or disadvantageous 
to the point whereat obsolescence would be 
no less beneficial. 


Francis X. MANNIX 
CPA, MEMBER OF THE NEw York Bar 
BROOKLYN, NEw YORK 


California Income 
and Franchise Taxes 
Sir: 

In the August, 1949 issue of your maga- 
zine, on page 709, a statement is made that 
the increase in personal income taxes be- 


came effective July 1. This should be cor- 
rected to read January 1, 1949. 


Chapter 12, Statutes of 1948, amended 
Sections 17053.5, 19200, 19201.5, 19202, 
19203.5, 19204.5 and 19205.5 of the Revenue 
and Taxation Code (Personal Income Tax 
Law) by extending the temporary tax re- 
lief to taxable years beginning before Janu- 
ary 1, 1949. Since the legislature did not 
extend this relief in 1949, the permanent 
rates in Section 17052 apply to all taxable 
years beginning after December 31, 1948. 

Chapter 1014, Statutes of 1949, did amend 
Section 17053.5 and established an optional 
tax table based on the rates and exemptions 
set forth in Sections 17052 and 17951. This 
affects taxable years beginning after De- 
cember 31, 1948. 


Chapter 12, Statutes of 1948, also amended 
Section 7.5 of the Bank and Corporation 
Franchise Tax Act by extending the tempo- 
rary tax relief to taxable years beginning 
before January 1, 1950. Since the legisla- 
ture did not extend this section, the per- 
manent rate of four per cent will apply.to 


all taxable years beginning after December 
31, 1949, 


The temporary tax relief under Section 
5.5 of the Corporation Income Tax Act was 
extended by Chapter 12, Statutes of 1948, 
to taxable years beginning before January 
1, 1949. Since the legislature did not extend 
this section, the four per cent rate will apply 
to taxable years beginning after December 
31, 1948. 

This explanation is given so that tax- 
payers will not attempt to prorate rates and 
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exemptions where their taxable year extends 
before and after July 1, 1949. The begin- 
ning date of the taxable year is controlling 
in all cases. 

CHARLEs J. McCOLcan, 
FRANCHISE TAX COMMISSIONER 


SACRAMENTO, CALIFORNIA 


Question No. 7 
Sir: 
May I point out that Question No. 7 and 


‘its answer appearing at page 645 in the 


July, 1949 issue are misleading? 


From the answer given to the question I 
gather that the author intended “nonresident 
aliens engaged in trade or business within 
the United States.” Such nonresident aliens 
engaged in business within the United States 
are taxed on profits derived from the sale 
of personal property in the United States. 
Nonresident aliens not engaged in business 
within the United States are taxed only on 
“fixed or determinable annual or periodical 
income.” The income derived from the sale 
in the United States of property, whether 
real or personal, is not determinable annual 
or periodical income. 


Furthermore, the question mentions for- 
eign corporations and nonresident aliens en- 
gaged in the business of buying or produc- 
ing personal property outside of the United 
States, without making any distinction be- 
tween those buying and those producing 
personal property. In this connection, the 
regulations specify that gains, profits and 
income from the sale of personal property 
produced in whole or in part by the tax- 
payer without the United States and sold 
within the United States, shall be treated 
as derived partly from sources within and 
partly from sources without the United 
States. On the other hand, gains, profits 
and income derived from the purchase of 
personal property without the United States 
and its sale within the United States, shall 
be treated as derived entirely from sources 
within the country in which sold. 


In my opinion, Question No. 7 should 
read as follows: “Foreign corporations and 
nonresident aliens engaged in trade or busi- 
ness within the United States, whose activity 
consists of buying personal property out- 
side of the United States and selling it to 
United States customers are subject to 
United States taxation only if they sell their 
goods within the United States. . . .” 


EMILIO MAYER 


New York City 
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State Tax Calendar 





ALABAMA 
October 1 
Automobile dealers’ report due. 
Public utilities’ report and license fee due. 
October 10—— 
Alcoholic beverage report and tax of pub- 
lic service licensees due. 
Alcoholic beverage report of wholesalers 
and distributors due. 
Automobile dealers’ report due. 
Tobacco stamp and use tax report and 
payment due. 
Tobacco wholesalers’ and jobbers’ report 
due. 
October 15—— 
Carriers’, warehouses’ and transporters’ 
gasoline tax report due. 
Carriers’, warehouses’ and transporters’ 
lubricating oils tax report due. 
Motor carriers’ mileage report and tax 
due. 
Oil and gas conservation tax report and 
payment due. 
Oil and gas production tax report and 
payment due. 
Telegraph companies’ report and license 
tax due. 
October 20-—— 
Automobile dealers’ report due. 
Carbonic acid gas report and payment due. 
Coal and iron ore mining tax report and 
payment due. 
Diesel fuel tax report and'payment due. 
Gasoline tax report and payment due. 
Lubricating oils tax report and payment 
due. 
Motor fuel tax report and payment due. 
Sales tax report and payment due. 
Use tax report and payment due. 
October 30-—— 
Annual license and privilege tax due (last 
day). 
Forest products severance tax report and 
payment due. 








October 31 
Chain store tax due. 
ARIZONA 
October 5—— 


Alcoholic beverages licensees’ report due. 
October 10—— 
Wholesalers of malt, vinous and spiritu- 
ous liquors, report and payment due. 
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October 15—— 
Gross income report and payment due. 
Phoenix business privilege tax report and 
payment due. 
October 20—— 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 


October 25—— 

Motor vehicle fuel distributors’, whole- 
salers’ and carriers’ report and payment 
due. 

ARKANSAS 
October 1 

Bank share tax installment due. 

Property tax final installment due (last 
day). 

October 10—— 

Alcoholic beverages report due. 

Motor fuel carriers’ report due. 

Statement of purchases of natural re- 
sources due. 

October 15—— 

Compensating (use) tax report and pay- 

ment due. 
October 20—— 

Gross receipts tax report and payment 
due. 

Use fuel tax report and payment due. 

October 25—— 

Motor fuel tax report and payment due. 

Natural resources severance tax report 
and payment due. 


CALIFORNIA 





October 1 
Common carriers’ distilled spirits tax re- 
port and payment due. 
Gasoline tax report and payment due. 
October 15—— 
Beer and wine report and tax due. 
Common carriers’ report of alcoholic 
beverages imported due. 
Distilled spirits report and tax due. 
Motor carriers of property for hire, re- 
port and payment of gross receipts tax 
due. 
Off-sale general liquor licensees’ quarterly 
report due (last day). 
Use fuel tax report and payment due. 
October 20 
Motor carriers’ gross receipts report and 
tax due. 








857 









































































































































































































October 31 
Sales tax report and payment due. 
San Francisco purchase and use tax re- 
turn and payment due. 
Use tax report and payment due. 


COLORADO 
October 5—— 
Alcoholic beverage manufacturers’ report 
due, 
Motor carriers’ tax due. 
October 10-—— 
Motor carriers’ report due. 
October 14-—— 
Sales tax report and payment due. 
Use tax report and payment due. 
October 15—— 
Coal mine owners’ report due. 
Coal tonnage tax report due. 
Denver sales tax report and payment due. 
Income tax third installment due. 
October 25—— 
Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 


CONNECTICUT 





October 1 
Gasoline tax due. 
October 15—— 
Gasoline tax report due. 
Gasoline use tax report and payment due. 
October 20-—— 
Alcoholic beverage tax return and pay- 
ment due. 
October 30—— 
Sales and use tax return and payment due. 


DELAWARE 
October 1 
Bank share tax due. 
Railroad tax installment due. 
October 15—— 
Filling stations’ gasoline tax report due. 
Manufacturers and importers of alcoholic 
beverages, report due. 
October 30-—— 
Income tax third installment due. 
October 31 
Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 
Income tax withholding report and pay- 
ment due. 








DISTRICT OF COLUMBIA 
October 10—— ' 
Licensed manufacturers and wholesalers 
of beer, report due. 
Licensed manufacturers, wholesalers or 
retailers of alcoholic beverages, report 
due. 
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October 15—— 
Beer tax due. 


Income (franchise) tax second installment 
due. 


Income tax second installment due. 
Unincorporated business tax second in- 
stallment due. 
October 20—— 
Sales and use tax report and payment due. 
October 25—— 
Gasoline tax report and payment due. 





FLORIDA 
October 1 
Auto transportation companies’ report and 
tax due. 


Express companies’ report and tax due. 
License tax, unless otherwise provided 
by law, due. 
October 10—— 
Agents’ and wholesalers’ cigarette tax re- 
port due. 
Manufacturers’ and _ dealers’ 
beverages report and tax due. 
October 15—— 
Dealers’, importers’ and carriers’ gasoline 
report due. 
Gasoline use tax and report and gasoline 
nondistributors’ and carriers’ report due. 
Motor vehicle fuel use tax report and 
payment due. 
Transporters’ and_ carriers’ 
beverage report due. 
October 25—— 
Gasoline sales tax and storage tax report 
and payment due. 
Oil and gas production tax report and 
payment due. 


GEORGIA 
October 10—— 


Cigar and cigarette wholesale dealers’ re- 
port due. 
Distilled spirits wholesale dealers’ report 
due. 
Motor carriers’ report due. 
October 15—— 
Malt beverage tax report due. 
October 20-—— 
Gasoline tax report and payment due. 


IDAHO 


alcoholic 


alcoholic 


October 15—— 

Beer dealers’, brewers’ and wholesalers’ 
report due. 

Cigarette wholesalers’ drop shipment re- 
port due. 

Electric power companies’ report and tax 
due. 

Gasoline tax report and payment due. 

Motor carriers’ gross receipts tax quar- 
terly installment due. 
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October 25—— 
Gasoline dealers’ report and payment due. 
Use fuel tax report and payment due. 


ILLINOIS 
October 10—— 
Motor carriers’ mileage tax report and 
payment due. 
October 15—— 
Alcoholic beverage tax report due. 
Cigarette tax return due. 
Public utilities’ tax report and payment 
due. 
Sales tax report and payment due. 
October 20—— 
Gasoline tax report and payment due. 


October 30-—— 
Transporters’ gasoline report due. 


INDIANA 
October 1—— 
Alcoholic vinous beverage tax due. 


October 10—— 
Cigarette distributors’ interstate business 
report due. 
October 15—— 
Alcoholic vinous beverage tax due. 
Cigarette distributors’ drop shipment re- 
port due. 
Use fuel tax report and payment due. 
October 20 
Bank and trust companies’ intangibles tax 
report due. 
Bank and trust companies’ share tax re- 
port and payment due. 
Building and loan associations’ intangi- 
bles tax report and payment due. 
October 25—— 
Distributors’ and carriers’ gasoline tax 
report and payment due. 
Fuel dealers’ use fuel tax report and pay- 








ment due. 
October 31 
Gross income tax report and payment due. 
IOWA 
October 1 





Income tax second installment due. 
Motor carriers’ additional tax due. 
Property tax second installment due (last 
day). 
October 10—— 
Carriers’ gasoline tax report and payment 
due. 
Class “A” permittees’ beer tax report and 
payment due. 
October 20—— 
Gasoline tax report and payment due. 
Sales tax report and payment due. 
Use tax report and payment due. 
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KANSAS 
October 10—— 
Malt beverage report due. 
October 15—— 
Carriers’ gasoline and fuel use tax report 
due. 
Compensating tax report and payment 
due. 


Income tax second installment due. 
Motor carriers’ gross ton mileage tax re- 
port and payment due. 
October 20—— 
Sales tax report and payment due. 
Use fuel tax report and payment due. 
October 25—— 
Gasoline tax report and payment due. 





KENTUCKY 
October 1 . 
Broker’s return on margin transactions 
due. 


Stored distilled spirits report due. 


October 10—— 
Distilled liquors blenders’ and rectifiers’ 
tax payment due. 
Refiners’ and importers’ gasoline tax re- 
port due. 


October 15—— 
Alcoholic beverage report due. 
Fuel use tax report and payment due. 
Passenger carriers’ mileage tax due. 
Public utilities’ gross receipts tax report 
and payment due. 


October 20—— 
Cigarette wholesalers’ report due. 
Oil production tax report and payment 
due. 


October 31 
Amusement and entertainment report and 
tax due. 
Dealers’ and transporters’ gasoline tax 
report and payment due. 
Louisville income tax withholding agents’ 
payment due. 


LOUISIANA 





October 1 
Franchise tax report and payment due. 
Soft drinks tax report due. 

Tobacco tax report due. 

October 10—— 

Importers’ beer report due. 

Importers’ gasoline tax report due. 

Importers’ kerosene tax report due. 

Importers’ lubricating oils report due. 
October 15—— 

Carriers’ beer report due. 

Carriers’ gasoline tax report due. 

Carriers’ kerosene tax report due. 

Carriers’ lubricating oils report due. 
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Intoxicating liquor report due. 
Soft drinks tax report due. 
Tobacco tax report due. 

October 20-—— 

Beer wholesale dealers’ tax report and 
payment due, 

Fuel use tax report and payment due. 

Gasoline tax report and payment due. 

Kerosene tax report and payment due. 

Lubricating oils tax report and payment 
due. 

New Orleans sales and use tax report and 
payment due. 

Sales and use tax report and payment due. 

October 30-—— 

Carriers’ quarterly report and payment 
due. 

Gas-gathering tax report and payment due. 

.Natural resources severance tax report 
and payment due. 

Petroleum products report and tax due. 

Public utilities’ and pipe lines’ report due. 


MAINE 
October 10—— 
Malt beverage manufacturers’ and whole- 
salers’ report due. 
October 25 
Use fuel tax report and payment due. 
October 31 
Gasoline tax report and payment due. 
Road tax report and payment due. 











MARYLAND 
October 1 
Property tax assessed by local collectors 
due. 


October 10—— 

Admissions tax payment due. 

Beer tax report and payment due. 
October 15—— 

Sales and use tax report and payment due. 
October 30-—— 

Purchasers of cargo lots of motor fuel, 

report due. 


October 31 


Gasoline tax report and payment due. 








MASSACHUSETTS 
October 1 
Personal income tax second installment 
due. 


Property tax second installment due. 
October 10—— 
Alcoholic beverage excise tax report and 
payment due. 
Meals excise tax report and payment due. 
October 20-—— 
Cigarette tax report and payment due. 


Excise (income) tax second installment 
due. 
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October 30—— 
Alcoholic beverage annual excise (income) 
tax first payable. 


October 31 
Motor fuel tax report and payment due. 


MICHIGAN 
October 5—— 
Carriers’ gasoline statement due. 
October 10—— 
Common and contract carriers’ report and 
fee due. 
October 15—— 
Sales tax report and payment due. 
Use tax report and payment due. 
October 20-—— 
Cigarette tax report and payment due. 
Diesel fuel users’ tax report and payment 
due. 
Distributors’ gasoline tax report and pay- 
ment due. 
Fuel sold for use on vessels, tax due. 
Gas and oil severance tax report and pay- 
ment due (last day). 


MINNESOTA 
October 1—— 
Motor vehicle registration fee due. 
Property tax second semi-annual install- 
ment due. 
October 10—— 
Wholesalers’, brewers’ and manufactur- 
ers’ alcoholic beverage report due. 
October 15—— 
Interstate motor carriers’ mileage tax due. 
October 20-—— 
Cigarette tax and report due. 
October 23—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Special use fuel tax report and payment 
due. 
Tractor fuel sellers’ report due. 


MISSISSIPPI 
October 5—— 
Factories’ report due. 
October 10—— 
Admissions tax report and payment due. 
October 15—— 
Carriers’ gasoline tax report and payment 
due. 
Manufacturers, distributors and whole- 
salers of tobacco, reports due. 
Retailers, wholesalers and distributors of 
light wine and beer, report due. 
Sales tax report and payment due. 
Timber severance tax report and pay- 
ment due. 
Use fuel tax report and payment due. 
Use tax report and payment due. 
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October 31 
Motor vehicle registration fee due. 


MISSOURI 
October 5—— 
Nonintoxicating beer permittees’ report due. 


October 10-—— 
Oil inspection tax report and payment due. 
Receivers of petroleum products, report 
due. 
October 15—— 
Alcoholic beverage sales report due. 
Retail sales tax report and payment due. 
October 25—— 


Use fuel tax report and payment due. 


October 30—— 
St. Louis employers’ quarterly withhold- 
ing tax report and payment due. 
October 31 
Gasoline distributors’ report and payment 
due. 
Soft drinks manufacturers’ report and pay- 
ment due. 





MONTANA 
October 1—— 
Moving picture theater licenses issued 
and due. , 


October 15—— 

Brewers, wholesalers and transporters of 
beer, tax report and payment due. 

Carriers’ gasoline tax report due. 

Electric companies’ report and tax due. 

Gasoline tax report and payment due. 

Motor carriers’ additional fee due. 

Personal income tax second installment 
due. — 


October 20—— 
Producers, transporters, dealers and re- 
finers of crude petroleum, report due. 
October 30-—— 
Cement producers’ and dealers’ tax report 
and payment due. 
Coal mine operators’ tax report and pay- 
ment due. 
Oil producers’ license tax report and pay- 
ment due. 
Telegraph and natural gas companies’ tax 
and report due. 


NEBRASKA 
October 1 
Express companies’ report due (last day). 
October 10—— 
Cigarette distributors’ report due. 


October 15—— 
Alcoholic beverage manufacturers’ and 
wholesale distributors’ report due. 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 
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NEVADA 
October 10—— 
Liquor report by out-of-state vendors due. 
October 11 
Toll roads and bridges quarterly tax and 
report due. 
October 15—— 
Carriers’ gasoline tax report due. 
Manufacturers’ and importers’ alcoholic 
beverage report due. 
October 25—— 
Dealers’ gasoline tax report and payment 
due. 
Fuel users’ tax report and payment due. 


NEW HAMPSHIRE 





October 1 

Domestic savings bank and trust com- 
pany tax payment due. 

Personal income tax due. 

October 10—— 

Manufacturers’, wholesalers’ and import- 
ers’ alcoholic beverage report due; 
wholesalers’ payment due. 

October 15—— 
Public utivities’ property tax due. 
Use fuel tax report and payment due. 
October 31 
Motor fuel report and tax due. 


NEW JERSEY 
October 10—— 

Busses (interstate) report and excise tax 
due. 

Jitneys (municipal) gross receipts report 
and tax due. 

October 20-—— 

Alcoholic beverage retail consumption and 
retail distribution licensees’ report and 
tax due. 

Cigarette distributors’ tax report and pay- 
ment due. 

October 25—— 
Busses (municipal) gross receipts report 
and tax due. 
October 30-—— 
Carriers’ gasoline tax report due. 
October 31 

Distributors’ gasoline report and payment 

due. 











NEW MEXICO 

October 1 

Merchants’ license tax quarterly install- 
ments due. 


October 15—— 
Income tax due. 
Occupational gross income tax report and 
payment due. 
Oil and gas conservation report due. 
Severance tax and report due. 





October 20—— 
Electric, gas, water and steam companies’ 
inspection fee due. 
Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 
October 25—— 
Gasoline tax report and payment due. 
Use or compensating report and payment 
due. 
October 30-—— 
Oil and gas well production tax report 
due. 
NEW YORK 
October 1 
New York City property tax semiannual 
installment due. 
October 15—— 


Personal income tax return third install- 
ment due. 


October 20-—— 
Alcoholic beverage tax and report due. 
New York City occupancy tax and report 
on room rental in hotels, apartment 
hotels and rooming houses due. 
New York City sales and use tax return 
and payment due. 


October 25 
Conduit companies’ tax and report due. 
New York City public utility excise re- 
turn and payment due. 


October 31 
Gasoline tax report and payment due. 


NORTH CAROLINA 
First Monday. 
Property tax due. 


October 10—— 
Carriers’ gasoline 
ment due. 
Distributors and bottlers of unfortified 
wines, report and payment due. 
Railroads’ alcoholic beverage report due. 
October 15—— 
Sales tax report and payment due. 
Spirituous liquor tax due. 
Use tax report and payment due. 
October 20-—— 


Distributors’ gasoline tax report and pay- 
ment due. 
Use fuel tax report and payment due. 
October 30—— 
Electric light, power, street railway, gas, 


water, sewerage and telephone com- 
panies’ report and tax due. 


' NORTH DAKOTA 
October 10—— 


Cigarette distributors’ report due. 
862 


tax report and pay- 


October 15—— 
Beer tax report and payment due. 
Gasoline tax report and payment due. 
Interstate motor carriers’ tax due. 
Mineral rights excise tax semiannual in- 
stallment delinquent. 


Real property tax semiannual installment 
delinquent. 
October 20—— 


Sales tax report and payment due. 
Use tax report and payment due. 


October 25—— 
Use fuel tax report and payment due. 


OHIO 
October 10—— 
Cigarette wholesalers’ report due. 
Class “A” and “B” permittees’ alcoholic 
beverage report due. 


October 15—— 


Cigarette use tax and report due. 
Use tax report and payment due. 


October 20-—— 

Dealers’ gasoline tax report due. 
October 30-—— 

Carriers’ gasoline tax report due. 
October 31 


Gasoline tax due. 


Toledo employers’ withholding return and 
tax due. 


OKLAHOMA 
October 1 


Freight car companies’ gross earnings 
return due. 

Railroad companies’ report of equipment 
leased and withheld tax due. 


October 5—— 


Operators’ report of mines other than 
coal mines due. 


October 10—— 
Airports’ gross receipts report and tax 
due. 
Alcoholic beverage report and payment 
due. 
Cigarette wholesalers’, retailers’, and vend- 
ing machine owners’ report due. 


October 15—— 


Carriers’ mileage tax report and payment 
due. 

Dealers’, retailers’ and carriers’ gasoline 
tax report due. 

Sales tax report and payment due. 

Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. 
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October 20-—— 





Carriers’ use fuel tax report due. 
Coal mine operators’ report due. 
Distributors of gasoline and purchasers 
of imported gasoline, tax report and 
payment due. 
Rural electric cooperatives’ property tax 
return and payment due. 
Use fuel tax report and payment due. 
Use tax report and payment due. 
October 30-—— 
Cotton manufacturers’ report and tax due. 
October 31 
Oil, gas and mineral gross production re- 
port and payment due. 


OREGON 
October 10—— 


Oil production tax report and payment 








due. 
October 15— 
Excise (income) tax third installment 
due. 


Forest products severance tax report and 
remittance due. 
Personal income tax third installment due. 
October 20—— 
Alcoholic beverage tax report and pay- 
ment due. 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 
October 25—— 
Gasoline tax report and payment due. 
October 30-—— 
Withholding tax return and payment due. 


PENNSYLVANIA 
October 10—— 

Importers of spirituous and vinous liquors, 
report due. 

Malt beverage report due. 

Soft drinks tax report due. 

October 15—— 

Employers’ return of tax withheld at 
source under Philadelphia income tax 
due. 

Manufacturers’ alcoholic beverage tax 
report and payment due. 

October 31 

Gasoline tax report and payment due. 

Use fuel tax report and payment due. 


RHODE ISLAND 
October 10—— 
Manufacturers’ alcoholic beverage report 
due. 
October 15—— 
Gasoline tax report and payment due. 
October 20-—— 
Sales and use tax return and payment 
due. 
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October 31—— 
Corporations employing more than five 
persons, report due. 


SOUTH CAROLINA 





October 1 
Alcoholic beverage wholesalers’ report of 
alcoholic beverages received due. 
October 10—— 
Admissions tax report and payment due. 
Alcoholic beverage wholesalers’ and re- 
tailers’ report of alcoholic beverage 
sales and additional tax due. 
Power tax return and payment due (last 
day). 
October 20—— 
Dealers’ fuel oil report due. 
Gasoline tax report and payment due. 
Users of fuel oil, tax return and payment 
due. 
October 31 
Motor vehicle registration and fee due. 


SOUTH DAKOTA 








October 1 
Motor carriers of passengers, tax due. 


October 10—— 
Interstate motor carriers’ report and tax 
due. 


October 15—— 

Alcoholic beverage sales report due. 

Carriers’ and retail airplane fuel vendors’ 
gasoline tax report due. 

Carriers’ use fuel tax report due. 

Dealers’ gasoline tax due. 

Occupational retail sales tax quarterly 
return and payment due. 

Use fuel tax report and payment due. 

Use tax quarterly return and payment 
due. 


October 20—— 
Passenger mileage tax due. 


October 30-—— 

Mineral products severance tax report and 
payment due. 

October 31 
Gasoline dealers’ tax report due. 
Property tax second installment due (last 

day). 





TENNESSEE 





First Monday: 
Property tax due. 


October 10—— 
Alcoholic beverage report due (last day). 
Barrel tax on beer due. 
Carriers’ yasoline tax report due. 


October 15. 
Carriers of use fuel, report due. 
Users of fuel, report due. 




































































October 20-—— 

Distributors’ gasoline tax report and pay- 
ment due. 

Liquid carbonic acid gas tax due. 

Oil production tax report and payment 


due. 
Sales and use tax report and payment 
due. 
TEXAS 
October 1 





Commercial and collection agencies’: tax 
report and payment due. 

Contract carriers’ occupation tax report 
and payment due. 

Public utilities’ tax report and payment 
due. 

Radio, cosmetic and playing card tax re- 
port and payment due. 

Sulphur production tax report and pay- 
ment due. 

Textbook publishers’ tax report and pay- 
ment due. 


October 15—— 
Oleomargarine dealers’ report and tax 
due. 


October 20-—— 
Carriers’ motor fuel tax report due. 
Motor fuel tax report and payment due. 
Users of liquefied gases and liquid fuel, 
tax report and payment due. 


October 25—— 

Admissions tax report and payment due. 

Carbon black production tax report and 
payment due. 

Cement distributors’ tax report and pay- 
ment due. 

Natural gas production tax report and 
payment due. 

Prizes and awards of theaters, tax report 
and payment due. 


October 30—— 
Oil production tax report and payment 
due, 
UTAH 
October 10—— 
Carriers’ use fuel tax report due. 
Liquor licensees’ report due. 


October 15—— 
Use fuel tax report and payment due. 


October 25—— 
Carriers’ gasoline tax report due. 
Distributors’ and retailers’ gasoline tax re- 
port and payment due. 


VERMONT 
October 10—— 
Alcoholic beverage tax report and pay- 
ment due. 
Property tax installment due. 


864 


October 15—— 





Electric light and power companies’ report 


and tax due. , 

Express and telegraph companies’ tax 
due. 

Railroad, transportation and _ telephone 


companies’ tax due. 





October 31 
Gasoline tax report and payment due. 
VIRGINIA 
October 1 





Motor bus transportation license tax due. 
Public utilities’ tax due. 

October 10—— 

Beer dealers’, bottlers’ and manufactur- 
ers’ report due. 
Warehousemen’s tobacco tax due. 

October 15—— 

Motor carriers’ tax due. 

October 20-—— 

Carriers’ gasoline tax report due. 
Dealers’ and resellers’ use fuel tax report 
and payment due. 

October 30—— 

Forest products severance tax quarterly 
report and payment due. 

October 31 
Gasoline tax report and payment due. 
Motor carriers’ quarterly road tax and 

report due. 
Use fuel tax report and payment due. 


WASHINGTON 
October 10—— 
Brewers and manufacturers of malt prod- 
ucts, report due. 
October 15—— 
Auto transportation companies’ 
and payment due. 
Butter substitutes report and payment 
due. 
Wholesalers’ cigarette drop shipment re- 
port due. 
October 20-—— 
Use fuel tax report and payment due. 
October 25—— 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 


WEST VIRGINIA 

October 10—— 

Alcoholic beverage tax report and pay- 
ment due. 

October 15 
Cigarette use tax report and payment due. 
Sales tax report and payment due. 

October 30-—— 

Gasoline tax report and payment due. 
Occupational gross income tax quarterly 
report and payment due. 





report 
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October 15—— 


Return of stamp account by brokers, 


| dealers in securities, etc., due for pre- 


ceding month. Form 828. 


Due date, by general extension, of returns 
for year ending March 31 in the case 
of (1) foreign partnerships; (2) foreign 
corporations which maintain an office or 
place of business in the United States; 
(3) domestic corporations which trans- 
act their business and keep their rec- 
ords and books of accounts abroad; 

y (4) domestic corporations whose prin- 

cipal income is from sources within the 
possessions of the United States; and 

d (5) American citizens residing or trav- 

eling abroad, including persons in the 

military or naval service on duty out- 

side the United States. Forms: (1), 

Form 1065; (2)-(4), Forms 1120; (5), 
[- Form 1040. 


Due date, by general extension, or non- 

- taxable returns for fiscal year ending 
April 30 in the case of fiduciaries for 

it estates and trusts, but not returns of 
beneficiaries or 


other distributees of 


such estates or trusts. 


Federal Tax Calendar 








Monthly information return of stock- 
holders and of officers and directors of 
foreign personal holding companies due 


for preceding month. Form 95/7. 


Due date for delivery to local collector of 
internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during 
ceding month, with statement 


the pre- 
showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. due for 
proceeds of sales of stamps sold during 


preceding month. 


Payment also 


October 31—— 


Returns for excise taxes due for preceding 
month. Forms 726, 727, 728, 728(a), 
729, 932. 


Quarterly return and payment (by de- 
positary receipts or cash) of taxes with- 
held by employers during the preceding 


quarter. Form W-1. 


Quarterly return of tax withheld at source 
on corporate and government bond in- 


terest. Form 1012. 








STATE TAX CALENDAR—Continued 


WISCONSIN 
October 1 
Motor carriers’ flat tax due. 
October 10—— 
y- Alcoholic beverage tax report due. 

Cigarette wholesalers’ and manufacturers’ 
report due. 

Oleomargarine tax report and payment 





e. 
due. 
October 15—— 
Railroad, telegraph, sleeping car and ex- 
™ press companies’ property tax second 


installment due. 








October 20—— 
Gasoline tax report and payment due. 


WYOMING 





October 10 


Carriers’ gasoline tax report due. 


October 15—— 
Dealers’ gasoline tax report due. 
Motor carriers’ tax and report due. 
Sales tax report and payment due. 
Use tax report and payment due. 
Wholesalers’ gasoline tax report and pay- 
ment due. 


